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LETTER  OF  TRANSMITTAL 

The  White  House, 

W ashington,  D.  C.,  January  7, 1949. 

The  Honorable  the  President  of  the  Senate, 

The  Honorable  the  Speaker  of  the  House  of  Representatives. 

Sirs:  I  am  presenting  herewith  my  Economic  Report  to  the  Congress, 
as  required  under  the  Employment  Act  of  1946. 

In  preparing  this  report,  I  have  had  the  advice  and  assistance  of  the 
Council  of  Economic  Advisers,  members  of  the  Cabinet,  and  heads  of  in¬ 
dependent  agencies. 

Together  with  this  report,  I  am  transmitting  a  report,  the  Annual  Eco¬ 
nomic  Review:  January  1949,  prepared  for  me  by  the  Council  of  Ek:onomic 
Advisers  in  accordance  with  section  4  (c)  (2)  of  the  Employment  Act 
of  1946. 

Respectfully, 
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To  the  Congress  of  the  United  States: 


The  people  of  the  United  States  have  just  enjoyed  another  year  of 
bountiful  prosperity.  This  has  enabled  us  further  to  strengthen  our 
economy  at  home,  and  further  to  supplement  the  recovery  of  freedom- 
loving  peoples  elsewhere  who  seek  lasting  peace. 

The  resourcefulness  of  American  business,  the  skill  of  our  labor  force, 
and  the  productivity  of  our  agriculture  have  lifted  our  standards  of  living 
beyond  any  prewar  expectation.  We  have  achieved  these  blessings  through 
the  happy  combination  of  our  free  institutions,  our  system  of  private  enter¬ 
prise  upon  which  we  primarily  rely  for  economic  results,  our  vigorous 
Government,  and  the  mutual  respect  and  trust  that  we  all  hold  for  one 
another.  My  pledge  to  all  elements  in  our  economic  system  is  that  their 
Government  will  continue  to  steer  a  course  guided  by  full  recognition  of 
these  values.  Toward  this  end,  I  ask  of  all  the  cooperation  and  confidence 
upon  which  our  way  of  life  depends. 

Let  us  all  remember  that  our  unparalleled  prosperity  has  not  been  main¬ 
tained  by  chance,  and  that  we  can  lose  it  if  we  leave  the  future  to  chance. 
Courageous  and  p)Ositive  action  has  contributed  to  our  progress,  and  some 
of  the  most  serious  difficulties  still  confronting  us  exist  because  our  thought 
and  action  have  not  been  sufficiently  clear  and  vigorous. 

As  we  work  together  in  1949  to  combat  the  remaining  dangers  of  postwar 
inflation,  we  should  bear  always  in  mind  that  our  purpose  is  at  the  same  time 
to  build  strong  bulwarks  against  deflation  and  depression,  and  thus  to  con¬ 
solidate  our  past  gains  and  move  forward  to  new  levels  of  sustained  prosper¬ 
ity  for  all. 

This  third  annual  Economic  Report,  under  the  Employment  Act  of  1946, 
affords  not  only  the  President  but  also  the  Congress  and  the  whole  country 
still  another  occasion  to  look  to  our  current  economic  position,  to  draw 
courage  from  our  progress,  and  to  benefit  by  our  mistakes.  Now  is  the 
time  to  formulate  and  execute  a  practical  program  of  immediate  and 
long-range  economic  measures  pointed  toward  stability  and  growth. 


Sources  of  Our  Economic  Strength 

The  year  just  ended  has  tested  the  strength  of  our  economy,  and  chal¬ 
lenged  our  ability  and  willingness  to  act  to  protect  our  prosperity. 
When  1948  opened,  the  inflation  which  had  attained  threatening  propor¬ 
tions  in  the  preceding  months  was  continuing  unchecked.  Prices  were  rising 
everywhere.  They  brought  higher  but  uneasy  profits  to  business  firms. 
They  squeezed  the  family  budget  of  workers,  who  in  turn  sought  to  press 
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wages  upward  as  the  cost  of  living  advanced.  The  rising  spiral  created 
more  and  more  maladjustment  among  prices,  wages,  and  other  incomes. 

Early  in  1948,  a  sharp  break  in  grain  prices  spread  concern  throughemt 
the  economy.  Commodity  speculation,  fed  by  a  world  demand  of  unprece¬ 
dented  magnitude  and  intensified  by  our  own  short  com  crop,  had  carried 
the  prices  of  wheat  and  com  to  levels  which  could  not  be  sustained.  The 
market  stmeture  collapsed  of  its  own  weight.  On  February  13,  the  price 
of  cash  wheat  was  25  percent  or  74  cents  a  bushel  lower  than  it  had  been  a 
month  earlier. 

But  this  break  did  not  set  off  a  train  of  consequences  similar  to  those  which, 
following  World  War  I,  had  turned  the  boom  into  a  deflation  of  unusual 
depth  and  rapidity  in  1920-1922.  In  1948,  the  decline  of  the  speculative 
grain  market  did  not  bring  unemployment,  cutbacks  in  production,  general 
unloading  of  inventories,  or  abaindonment  of  plans  for  capital  investment. 
Our  economy  showed  strength  sufficient  to  withstand  shock  of  a  kind  which 
had  ended  earlier  inflations  with  collapse. 

The  reasons  for  this  were  not  just  that  we  were  luckier  in  1948  than  we  had 
been  in  1920.  Affirmative  national  policies  and  greater  caution  in  the  busi¬ 
ness  community  combined  with  other  developments  to  make  the  economy 
more  shock-resistant.  The  farm  price  support  program  guaranteed  that 
the  collapse  of  grain  prices  would  not  go  far  enough  to  impoverish  the 
farmers,  to  curtail  the  farmers’  demand  for  the  products  of  industry,  or  to 
bring  about  a  chain  reaction  of  price  breaks  in  other  markets.  As  the 
price  drop  was  localized,  it  did  not  cause  cancellation  of  the  buyii^  and 
investment  plans  of  businessmen  and  consumers. 

Nor  was  the  farm  price  support  policy  the  only  source  of  our  strength. 
Our  whole  financial  and  banking  structure  was  stronger  and  more  resilient 
than  in  the  early  twenties.  Our  businessmen,  having  become  better  in¬ 
formed,  were  more  prudent.  Our  working  groups  were  better  supplied 
with  current  income  and  accumulated  savings.  Our  social  security  and 
related  policies  added  to  the  feeling  of  stability.  The  Government  had  so 
employed  a  large  budget  surplus  as  to  prevent  the  inflation  from  becoming  as 
hectic  as  it  otherwise  would  have  been ;  and  such  policies  served  to  moderate 
the  extent  of  the  reaction.  This  combination  of  private  and  Government 
action  helped  us  to  avoid  serious  trouble  last  year,  although  it  was  not 
effective  enough  to  terminate  the  inflationary  trend  which  was  soon  aug¬ 
mented  by  the  defense  program  and  by  the  reduction  in  taxes.  Nor  did  we 
develop  an  adequate  protective  program  against  hrurtful  deflation  in  the 
future.  We  must  now  look  to  an  improved  combination  of  basic  private 
action  and  supplementary  government  action  to  develop  still  better  remedies 
and  saf^uards. 

Our  escape  from  the  danger  of  a  general  recession  in  the  spring  of 
1948  does  not  mean  that  no  further  dangers  will  appear,  or  that  we  can 
wait  until  they  descend  upon  us  in  full  force  before  taking  wise  preventive 
measures.  We  have  been  granted  a  breathing  spell,  but  we  have  not  been 


granted  lasting  prosperity  without  further  effort  and  vigilance.  So  long 
as  the  rising  course  of  incomes  and  activity  continues,  there  will  be  in 
operation  many  of  the  forces  which  have  been  responsible  for  the  long- 
sustained  advance  of  prices.  There  are  a  few  sectors  of  our  economy  where 
dangerous  inflationary  forces  continue  to  be  predominant.  For  example, 
the  shortages  of  steel  and  electric  power,  and  the  steadily  mounting  costs 
of  public  utility  services,  add  further  to  the  higher  costs  of  production  which 
up  to  now  have  been  rather  readily  passed  on  to  the  consuming  public. 

The  recent  appearance  of  wider  areas  in  the  economy  where  supply  con¬ 
ditions  have  improved,  where  the  pressure  of  demand  has  been  reduced,  and 
where  price  inflation  has  been  halted  or  reversed,  should  be  looked  upon  as  a 
desirable  development  to  be  welcomed  rather  than  feared.  It  marks  the 
beginning  of  the  process  by  which  a  more  stable  condition  can  be  reached 
after  a  long  period  of  rising  prices.  But  these  adjustments  have  not  pro¬ 
ceeded  far  enough  to  justify  a  cessation  of  concern  about  inflation.  Besides, 
a  sharp  and  uneven  adjustment  of  prices  downward  may  cause  dislocations 
quite  as  serious  as  the  sharp  and  uneven  movement  of  prices  upward. 
Since  both  factors  may  be  at  work  in  different  parts  of  the  economy  at  the 
same  time  or  in  rapid  sequence,  we  need  to  have  available  a  range  of  gov¬ 
ernmental  measures  which  can  be  applied  as  brake  or  as  accelerator  accord¬ 
ing  to  the  need. 

While  the  prosperity  of  the  postwar  years  has  been  great,  it  has  rested 
in  considerable  part  on  somewhat  temp)orary  factors  which  were  the  after- 
math  of  war.  In  1949,  we  are  entering  a  period  of  harder  tests.  The 
momentum  of  war-created  demand  and  war-created  purchasing  power  has 
waned,  and  we  must  now  rely  more  fully  on  currently  generated  purchasing 
power  to  absorb  a  full  output  of  goods  and  services.  We  must  be  more 
than  ever  on  the  alert,  to  make  sure  that  withdrawal  or  lessening  of  tem¬ 
porary  demand  factors  is  not  accompanied  by  a  reduction  of  productive 
activity  and  the  mounting  unemployment  to  which  this  would  lead. 

I  believe  that  prosperity  can  be  continued  and  that,  with  proper  action, 
the  prospective  volume  of  business  investment,  consumer  spending,  and 
governmental  transactions  should  promote  ample  employment  opportunities 
for  the  coming  year.  But  many  adjustments  in  price  and  income  relations 
need  to  be  made,  and  these  must  flow  mainly  from  the  wise  action  of  the 
leaders  in  our  enterprise  economy.  These  leaders  should  draw  sustaining 
confidence  from  the  fact  that  it  is  the  policy  of  the  Government  under  the 
Employment  Act  of  1946  to  use  all  its  resources  to  avoid  depression  and  to 
maintain  continuous  prosperity. 

These  favorable  prospects  will  not  be  realized  automatically.  The 
strength  of  our  economy,  the  strength  of  our  great  Nation,  dejjends  upon 
our  capacity  and  willingness  to  adopt  the  salutary  policies  which  are  required 
by  changing  circumstances  and  to  put  them  into  effect. 
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In  this  Economic  Report,  drawing  upon  the  more*  detailed  informa¬ 
tion  and  analysis  furnished  to  me  by  the  Annual  Economic  Review  of  the 
Council  of  Economic  Advisers  (transmitted  to  the  Congress  herewith),  I 
shall  first  cover  the  high  points  in  the  current  and  prospective  economic 
situation,  and  then  propose  both  policy  guides  and  a  program  to  deal  with 
the  situation  as  I  evaluate  it. 

High  Points  in  the  Economic  Situation 

Employment  in  1948  ranged  from  57  to  nearly  62  million  civilian  workers 
and  averaged  more  than  59  million.  This  included  over  a  million  workers 
who  were  added  to  the  labor  force.  Unemployment  remained  at  the  low 
level  of  around  2  million. 

Production  for  the  economy  as  a  whole  was  between  3  and  4  percent 
higher  than  in  1947.  With  bumper  crops,  agricultural  output  increased 
about  9  percent.  Industrial  output  increased  3  percent,  while  employment 
in  the  service  businesses  rose  3  percent  and  in  government  4  p)ercent. 

Prices  ceased  the  broad  upward  movement  which  had  persisted  with 
few  interruptions  ever  since  the  removal  of  price  controls.  The  trends  of 
prices  became  more  irregular  and  more  selective.  Metals  and  metal  prod¬ 
ucts,  building  materials,  fuel  and  lighting  materials,  and  most  durable 
goods  moved  upward,  while  some  other  groups  weakened,  with  farm  prod¬ 
ucts  leading  the  decline.  Lower  food  prices  brought  the  consumer  price 
index  down  a  little  in  the  late  months  of  the  year,  although  other  com¬ 
ponents  of  the  index  continued  to  rise  throughout  most  of  the  year. 

This  halt  in  the  upward  march  of  prices  has  been  a  welcome  sign  in 
the  battle  against  inflation.  I  hope  that  it  proves  more  enduring  tlian 
similar  pauses  during  the  past  two  years.  But  the  sharply  divergent  move¬ 
ments  of  prices — both  up  and  down — confront  us  with  uigent  problems  of 
adjustment  to  sustain  maximum  employment  and  production  throughout 
the  economy. 

Wages  went  up  during  1948,  but  there  was  considerable  disparity  in  the 
increases  obtained  by  workers  in  different  lines.  While  some  groups 
managed  to  keep  ahead  of  rising  living  costs,  others  fell  behind. 

Work  stoppages  in  1948  were  at  about  the  same  level  as  in  1947.  In 
most  industries,  settlements  were  obtained  without  prolonged  negotiations 
or  strikes.  Nevertheless,  considerable  loss  of  production  resulted  directly 
and  indirectly  from  strikes,  especially  in  coal  mining  and  in  east  coast  and 
west  coast  shipping  and  trucking. 

Profits  in  1948  again  surpassed  all  previous  records  and  were  rising 
throughout  the  year.  Corporate  profits  after  taxes  amounted  to  about  21 
billion  dollars,  contrasted  with  a  record  level  of  about  18  billion  dollars  in 
1947.  With  sales  booming,  the  ratio  of  profits  to  sales  was  again  main¬ 
tained  at  around  5  percent  after  taxes.  As  I  pointed  out  a  year  ago,  such 
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profits  are  in  excess  of  the  levels  needed  to  furnish  incentives  and  equity 
funds  for  industrial  expansion  and  to  promote  sustained  economic  health, 
although  some  businesses  have  not  thrived  nearly  so  well  as  others. 

The  supply  of  money  and  credit,  which  increased  enormously  during  the 
war,  continued  to  expand  thereafter.  During  1948,  however,  partly  as  a 
result  of  restrictive  actions  adopted  by  governmental  authorities  and  volun¬ 
tary  restraints  observed  by  banks,  and  partly  because  of  a  decline  in  the 
demand  for  short-term  capital,  the  expansion  of  bank  credit  was  sub¬ 
stantially  slowed.  A  large  Giovemment  surplus  used  to  retire  bank-held 
debt,  together  with  the  slackened  growth  of  credit,  resulted  in  a  slight 
decrease  in  the  amount  of  privately  held  bank  deposits  and  currency. 
While  bank  loan  expansion  was  less  in  1948  than  in  1947,  this  was  in  good 
part  offset  by  increased  lending  by  other  financial  institutions. 

Credit  expansion  has  been  an  important  element  in  the  process  of 
inflation.  In  the  first  months  of  1948,  it  was  offset  by  the  large  Treasury 
surplus.  When  that  surplus  disappeared,  the  Government  did  not  have 
authority  to  take  other  action  which  would  effectively  restrain  inflationary 
expansion  of  bank  credit  and  at  the  same  time  assure  the  maintenance  of  an 
orderly  market  for  the  vast  public  debt. 

Consumer  income  in  1948  increased  per  capita  about  in  proportion  to  the 
increase  in  consumer  prices,  which  meant  that  consumers  had  no  appre¬ 
ciable  gain  in  real  incomes  despite  an  increase  of  3  to  4  percent  in  total 
national  output.  Income  from  most  major  sources  was  greater  than  in 
1947.  But  in  the  latter  half  of  1948,  income  from  farming  fell  relative  to 
the  normal  seasonal  pattern  and  that  from  other  unincorporated  business 
and  from  rents  ceased  to  rise,  while  that  from  dividend  payments  increased 
sharply.  Income  distribution  is  less  unequal  than  it  was  in  prewar  years, 
but  this  improvement  has  probably  been  halted  as  a  result  of  inflation  and 
of  changes  in  income  taxes  in  1948. 

Consumption  expenditure  went  up  less  than  income  in  1948.  While 
personal  saving  increased,  this  was  not  reflected  in  the  rate  at  which  people 
accumulated  liquid  assets — currency  and  bank  deposits,  insurance  policies, 
and  securities.  A  larger  proportion  of  saving  was  invested  in  housing, 
unincorporated  businesses,  and  farms. 

Business  investment  continued  at  a  high  level  throughout  1948.  Plant 
and  equipment  outlays  by  businesses  other  than  farms  totaled  about  19  billion 
dollars,  slightly  above  the  level  reached  in  the  latter  half  of  1947,  although 
with  higher  costs  the  physical  volume  of  such  investment  was  not  quite 
maintained.  Expansion  to  catch  up  with  postwar  demands  appeared  to 
be  nearing  completion  in  some  lines,  but  substantial  further  increases  in 
capacity  are  planned  in  a  number  of  industries — chemicals,  petroletun, 
metals,  utilities,  and  transportation.  Even  where  expansion  goals  have  been 
met,  modernization  to  reduce  costs  and  improve  products  should  continue 
to  require  substantial  investment,  though  at  a  rate  of  growth  lower  than  that 
of  the  past  two  years. 


Inventories  of  nonfarm  businesses  likewise  continued  to  increase  in  value 
throughout  the  year,  the  increase  amounting  to  about  7  billion  dollars. 
Of  this  amount,  4  billion  was  accounted  for  by  price  increases.  Restocking 
after  wartime  shortages  appears  to  have  been  virtually  completed  except 
for  metals  and  some  building  materials. 

Corporate  financing  of  investment  in  plant  and  equipment,  inventories, 
and  customer  credit  required  26  billion  dollars  in  1948,  2  billion  less  than 
in  1947,  but  that  part  of  new  investment  which  went  into  plant  and  equip¬ 
ment  increased.  Of  the  total,  65  percent  was  internally  financed.  For 
the  part  externally  financed,  bonds  were  a  more  important  source,  and 
bank  loans  and  stock  issues  less  important  sources,  than  in  1947.  While 
stock  market  financing  has  been  less  important  during  the  postwar  years 
than  in  the  late  1920’s,  this  has  been  offset  by  greater  retained  earnings 
so  that  equity-debt  ratios  are  generally  more  favorable  now  than  in  the 
last  two  decades. 

The  housing  supply  was  increased  by  well  over  a  million  residential  units 
during  1948.  But  since  last  May  the  number  of  new  housing  starts  has 
been  falling  off  rapidly.  This  does  not  mean  that  the  housing  shortage 
has  been  overcome.  Rather  it  means,  as  I  have  pointed  out  in  previous 
reports,  that  the  construction  industry  has  been  pricing  itself  out  of  the 
market  for  all  but  expensive  homes.  A  continued  decline  in  home  build¬ 
ing  would  constitute  a  threat,  not  only  to  the  improvement  of  living  stand¬ 
ards  for  millions  of  low-income  families  who  are  still  inadequately  housed, 
but  also  to  the  maintenance  of  maximum  employment  over  the  years. 

The  housing  shortage  is  one  that  calls  for  prompt  and  bold  action  by 
Government  and  by  industry — action  by  Government  that  will  produce 
low-rent  public  housing,  slum  clearance,  and  rural  housing  for  families  of 
low  incomes;  action  by  industry  to  reduce  costs  so  that  decent  homes  can 
be  built  at  prices  that  wage  earners  with  moderate  incomes  can  afford. 

The  major  portion  of  the  housing  job  must  be  done  by  private  industry. 
Here  the  bottleneck  is  cost.  At  this  time  of  national  stock-taking  I  urge 
all  elements  of  the  building  industry  substantially  to  lower  costs  so  that 
housing  production  may  reach  new  record  levels.  The  present  decline  in 
housing  starts  points  up  the  danger  that  inflated  building  costs  can  bring 
down  upon  the  industry.  If  housing  costs  are  lowered  and  the  consumer 
gets  better  value,  builders  will  be  able  to  continue  tc  build  in  volume  and 
the  building  industry  need  not  fear  a  continued  downward  trend. 

Municipalities  can  perform  a  major  role  in  reducing  costs  by  modernizing 
their  obsolete  building  codes,  which  add  to  costs  unnecessarily. 

The  surplus  of  exports  of  goods  and  services  in  1948  was  substantially 
less  than  in  1947,  being  6  billion  dollars  compared  with  11  billion.  This 
reflected  in  part  an  increase  in  imports,  a  necessary  development  for  placing 
our  international  transactions  on  a  sustainable  basis.  It  reflected  even 
more  a  decrease  in  exports,  because  foreign  purchasers  lacked  dollars  with 
which  to  buy  from  us,  and  because  of  increased  supplies  of  needed  goods 
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produced  abroad.  The  impact  of  this  decline  has  been  selective.  Foreign 
countries  have  continued  to  buy  products  which  they  consider  essential,  like 
wheat,  petroleum,  agricultural  and  industrial  machinery,  and  chemicals. 
Other  items  have  been  cut  very  drastically. 

As  shipments  under  the  European  Recovery  Program  continue  to  ex¬ 
pand,  some  increase  in  the  level  of  exports  can  be  anticipated.  For  certain 
products,  especially  those  for  which  the  domestic  market  is  tight,  countries 
are  being  authorized  to  use  European  Recovery  Program  funds  for  purchases 
outside  the  United  States.  This  will  not  reduce  total  export  demand,  since 
the  sellers  of  such  goods  will  generally  spend  here  the  dollars  they  receive. 
However,  the  expansion  of  exports  under  this  program  will,  it  is  hoped,  be 
offset  in  part  by  further  increases  in  imports. 

Government  fiscal  transactions  were  again  a  strong  anti-inflationary  fac¬ 
tor  in  the  early  part  of  1948,  due  to  the  excess  of  receipts  over  expenditures. 
But  this  factor  declined  substantially  during  the  year.  Federal  receipts  from 
the  public  exceeded  cash  payments  by  about  6  billion  dollars  in  the  calen¬ 
dar  year  1947.  Measured  after  adjustment  for  seasonal  factors,  the  excess 
ran  at  an  annual  rate  of  12.5  billion  dollars  in  the  first  half  of  1948,  and 
only  at  a  rate  of  4  billion  dollars  in  the  second  half.  One  of  the  main 
supports  of  an  anti-inflation  policy  is  a  large  Treasury  surplus.  As  a  result 
of  the  tax  reduction  of  last  year  and  the  necessary  increase  in  Government 
expenditures,  this  powerful  weapon  is  not  now  available.  Tax  receipts,  it  is 
true,  hav'e  been  rising  but  this  has  been  largely  due  to  the  inflationary  rise  in 
incomes,  profits,  and  pay  rolls.  This  inflationary  rise,  in  turn,  was  aggra¬ 
vated  by  the  effects  of  the  tax  reduction.  Rising  expenditures  of  State  and 
local  governments  are  expected  to  add  to  deficits  in  1949,  and  these  deficits 
increase  the  general  inflationary  pressure. 

In  the  Nation’s  Economic  Budget,  retained  earnings  of  business  and  busi¬ 
ness  investments  showed  the  largest  percentage  increase  from  1947  to  1948. 
Among  the  other  components,  consumer  incomes  and  expenditures  increased 
less,  government  payments  rose  only  moderately,  and  net  foreign  investment 
declined  substantially.  Expectations  of  continued  inflation  have  added  to 
the  incentives  for  business  investment,  while  the  price  rise  has  acted  as  a 
brake  on  the  demand  of  consumers  with  relatively  fixed  incomes.  The 
proportion  of  consumer  expenditures  in  the  total  national  product  has 
never  been  lower  in  any  peacetime  year  for  which  statistics  are  available. 
This  is  not  an  immediate  problem  so  long  as  the  sum  of  government  expendi¬ 
tures,  business  expenditures,  and  net  foreign  investment  is  still  rising.  It 
could  become  a  critical  problem  as  these  other  factors  begin  to  turn  down 
or  even  to  assume  a  declining  relative  importance  in  a  constantly  growing 
total  economy.  This  situation  calls  for  a  vigorous  anti-inflation  program 
now,  while  at  the  same  time  we  must  pursue  those  policies  of  adjustment  and 
expansion  which  will  be  needed  to  promote  balanced  economic  growth 
over  the  years. 
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Guides  to  Economic  Policy 

AS  WE  turn  from  consideration  of  the  facts  of  our  economic  situation 
.  to  a  program  of  action,  there  are  several  broad  principles  which  I 
believe  should  guide  us.  These  principles  should  help  us  to  keep  clearly  in 
mind  where  we  want  to  go  and  how  certain  roads  rather  than  others  are  the 
surest  and  quickest  way  of  getting  there. 

First.  We  should  remember  that  the  goal  we  seek  is  the  greatest  prosper¬ 
ity  for  the  whole  country  and  not  the  special  gain  of  any  particular  group. 
That  is  why  the  Employment  Act  of  1946  calls  upon  the  President  to  present 
an  economic  program  aimed  at  continuous  “maximum  employment,  produc¬ 
tion,  and  purchasing  power.”  I  firmly  believe  that  this  goal  is  attainable. 

Maximum  employment  for  1949  means  that  nearly  1  million  additional 
job  op{X)rtunities  should  be  provided  for  the  growing  labor  force.  Maxi¬ 
mum  production  means  that  our  increased  labor  force  and  modernized  plant 
should  strive  for  a  3  to  4  percent  increase  in  total  output.  Maximum  pur¬ 
chasing  power  means  that  the  sum  total  of  market  demand  by  government, 
business,  and  consumers,  domestic  and  foreign,  should  be  prop>ortionate  to 
our  productive  capacity.  It  must  not  be  more  or  we  shall  suffer  inflation. 
It  must  not  be  less  or  we  shall  suffer  unemployment  and  under-utilization 
of  our  resources. 

Second.  We  should  think  and  work  with  a  reasonably  long  look  ahead, 
not  keeping  our  eyes  just  on  the  problems  of  the  moment.  Our  immediate 
tasks  must  be  placed  in  the  perspective  of  our  long-range  national  objectives. 
While  we  must  deal  promptly  with  the  problem  of  inflation,  we  must 
not  unduly  hold  back  undertakings  that  are  needed  to  preserve  and 
develop  our  employment  opportunities  and  our  productivity  in  later  years. 
Policies  needed  to  develop  our  resources  and  to  prevent  depression  in  the 
long  run  must  be  reconciled  with  policies  needed  to  curb  inflation  in  the 
short  run. 

We  must  pursue  affirmative  programs  for  housing  and  health,  for  edu¬ 
cation  and  resource  development.  Yet  the  fight  against  inflation  prevents 
us  from  undertaking  these  long-range  programs  with  the  speed  and  on  a  scale 
that  would  otherwise  be  desirable.  In  the  recommendations  made  in  this 
Economic  Report  and  in  the  Budget  which  will  be  transmitted  to  the  Con¬ 
gress  in  a  few  days,  I  have  sought  to  reconcile  these  objectives  in  a  way  that 
strikes  the  safest  balance. 

Third.  In  order  to  have  a  yardstick  for  appraising  strength  and  weak¬ 
nesses  in  our  economy  and  the  adequacy  of  Government  programs,  we  need 
concrete  objectives  for  economic  growth,  and  particularly  standards  for  a 
better  balance  between  production  and  consumption,  income  and  invest¬ 
ment,  and  prices,  profits,  and  wages  which  will  be  conducive  to  sustained 
economic  progress.  In  the  Annual  Economic  Review  of  the  Council  of 


Economic  Advisers,  transmitted  herewith,  there  is  a  detailed  treatment  of 
cur  growth  possibilities  over  the  next  few  years.  This  shows  how  our  employ¬ 
ment,  our  output,  and  our  standards  of  living  can  rise  if  wc  encourage  and 
place  major  reliance  upon  our  free  enterprise  system,  conserve  and  develop 
our  natural  and  human  resources,  retain  our  faith  in  responsible  Govern¬ 
ment,  and  do  not  relax  our  efforts. 

This  study  by  the  Council  of  Ek:onomic  Advisers  shows  that  action  is 
now  needed  on  the  long  range  programs  which  I  set  forth  in  the  concluding 
section  of  this  Economic  Report. 

Fourth.  We  are  dedicated  to  the  principle  that  economic  stability  and 
economic  justice  are  compatible  ends.  The  fact  that  our  total  purchasing 
power  is  now  at  record  levels  cannot  blind  us  to  the  equally  important  fact 
that  the  incomes  of  many  people  have  not  risen  apace  with  the  cost  of  living 
and  that  they  have  become  the  victims  of  inflation.  A  prosperity  that  is  too 
uneven  in  the  distribution  of  its  fruits  cannot  last. 

Fifth.  We  must  fulfill  the  requirements  of  our  essential  programs — 
national  defense,  international  reconstruction,  and  domestic  improvements 
and  welfare — even  if  doing  so  may  require  the  temporary  exercise  of  selec¬ 
tive  controls  in  our  economy.  We  want  the  greatest  amount  of  economic 
freedom  that  is  consistent  with  the  security  and  welfare  of  the  people;  but  we 
do  not  want  to  sacrifice  that  security  and  welfare  because  of  narrow  and 
selfish  concepts  as  to  the  acceptable  limits  of  government  action.  If  we 
could  have  the  amount  of  national  defense  that  we  need,  make  the  contribu¬ 
tion  to  international  reconstruction  to  which  we  are  committed,  and  at  the 
same  time  maintain  and  expand  our  standards  of  living  now  and  in  the  future 
without  any  kind  of  selective  controls  over  the  economy,  that  would  be 
most  highly  desirable.  And  it  is  possible  that  we  may  not,  in  fact,  be  forced 
to  use  such  controls.  But  we  would  rather  have  these  relatively  unpleasant 
restrictions  on  our  freedom  of  action  for  a  while  than  imperil  our  secu¬ 
rity  or  allow  our  human  and  material  resources  to  deteriorate. 

Sixth.  The  vigorous  commitment  by  the  Government  to  an  anti-inflation 
policy  should  not  obscure  the  fact  that  the  Government  is  equally  committed 
to  an  anti-depression  jx)licy.  In  fact,  curbing  inflation  is  the  first  step 
toward  preventing  depression.  And  in  times  like  the  present,  when  the 
economic  situation  has  mixed  elements,  the  Government  needs  both  anti- 
inflationary  weapons  and  anti-deflationary  weapons  so  that  it  will  be  ready 
for  either  contingency.  It  may  even  be  necessary  to  employ  both  types  of 
measures  concurrently  in  some  combination,  for  some  prices  or  incomes 
could  rise  too  rapidly  while  others  could  be  falling  dangerously.  The  same 
dictates  of  prudent  policy  which  call  for  higher  taxes  in  a  period  of  inflation 
would  call  for  tax  adjustments  designed  to  counteract  any  serious  reces¬ 
sionary  movement. 
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Legislative  Recommendations 

With  these  principles  as  a  guide,  I  turn  now  to  the  recommendations 
which  I  am  presenting  to  a  new  Congress  invested  by  the  American  people 
with  enormous  responsibility  for  their  welfare  and  security.  We  are 
pledged  to  prompt  action  when  needed.  We  must  not  wait  to  act  only  in 
the  eleventh  hour  of  crisis.  Moderate  measures,  taken  in  time,  can  save  us 
from  drastic  action  later  on. 

1.  Policies  to  Combat  Inflation  and  to  Promote  Production  in 
Certain  Industries 

Fiscal  policy 

It  is  essential  to  sound  fiscal  policy  to  have  a  budget  surplus  now.  This  is 
our  most  effective  weapon  against  inflation.  It  will  enable  us  to  reduce  our 
debt  now;  it  would  be  much  more  difficult  to  do  so  in  less  prosperous  times. 

I  recommend  legislation  to  increase  the  Government  revenue  from  tax¬ 
ation  by  4  billion  dollars  a  year.  The  principal  source  of  additional  revenue 
should  be  additional  taxes  up)on  corporate  profits,  which  can  be  applied 
without  unduly  interfering  with  prospects  for  continued  business  expansion 
and  with  assurance  that  profits,  after  taxes  and  dividends,  will  be  sufficient 
for  investments  and  contingencies. 

Another  source  of  additional  revenue  should  be  the  tax  upon  estates 
and  gifts.  The  already  small  yield  from  this  tax  was  reduced  by  one-third 
by  the  Revenue  Act  of  1948.  Careful  study  should  also  be  directed  to  the 
increase  of  rates  of  individual  income  taxes  in  the  upjjer  and  middle 
brackets.  Some  additional  excise  taxes  may  be  desirable,  but  some  excise 
taxes,  particularly  on  oleomargarine,  should  be  repealed. 

I  also  recommend  an  increase  in  social  security  contributions  under 
existing  and  extended  social  insurance  programs.  This  would  exert  an 
anti-inflation  effect  in  addition  to  that  of  the  4  billion  dollar  increase  in 
taxes  which  I  have  recommended  above. 

The  national  tax  policy  should  be  flexible  and  should  be  promptly 
adjusted  to  the  changing  needs  of  business  and  consumers  in  the  course  of 
evolving  economic  events. 

Increased  taxation  is  only  one  of  the  means  by  which  we  can  accumulate 
a  budget  surplus.  The  other  is  a  careful  limitation  of  Federal  expenditures. 
It  is  essential  that  our  fiscal  policy  under  present  circumstances  contemplate 
not  only  a  surplus  of  revenues  over  expenditures,  but  also  a  surplus  achieved 
at  the  lowest  level  of  expenditures  which  is  consistent  with  our  needs. 
The  implications  of  this  policy  requirement  will  be  discussed  at  length  in  my 
Budget  Message. 
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Debt  management 

The  public  debt  will  continue  to  be  managed  in  a  manner  that  will  make 
a  maximum  contribution  to  the  stability  of  the  economy.  An  important 
factor  in  this  program  will  continue  to  be  the  maintenance  of  stability  in  the 
Government  bond  market. 

Such  stability  in  the  Government  bond  market  has  been  a  most  significant 
element  in  the  smooth  reconversion  from  a  wartime  economy  to  a  civilian 
jieacetimc  economy.  It  contributes  to  the  underlying  strength  of  the  finan¬ 
cial  structure  of  the  country.  It  engenders  business  confidence.  It  has 
made  it  easier  for  business  and  industry  to  obtain  the  capital  funds  necessary 
for  their  reconversion  and  expansion  projects. 

The  stability  of  the  Government  bond  market  was  maintained  through¬ 
out  1948  by  the  joint  effort  of  the  Treasury  Department  and  the  Federal 
Reserve  System.  Despite  the  necessity  for  market  support  at  times  during 
the  year,  there  was  only  moderate  increase  in  the  total  Government  security 
holdings  of  the  System  as  a  result  of  the  support  program.  There  were 
occasions,  however,  when  the  bond  price  support  policy  proved  its  value 
in  stabilizing  the  market  and  the  need  for  continuance  of  the  policy  was 
demonstrated. 

Only  during  the  last  few  years  have  we  had  experience  in  dealing  with 
the  problems  of  managing  a  public  debt  of  the  size  the  country  now  bears. 

I  The  policy  of  supporting  the  price  of  long-term  Government  bonds  at  the  2  ^'2 

[  percent  yield  level  has  been  eminently  successful. 

Through  its  vigorous  promotion  of  savings  bond  sales  during  the  year, 
the  Treasury  has  placed  a  large  volume  of  bonds  in  the  hands  of  individuals, 
who  have  thereby  aided  in  the  battle  against  inflation  by  adding  to  their 
savings.  The  most  gratifying  aspect  of  this  situation  is  that  the  amount  of 
r  Scries  E  bonds  outstanding  was  brought  to  the  new  high  level  of  32  billion 

1  dollars,  and  that  this  was  accomplished  with  the  cooperation  of  the  banks 

^  of  the  country,  thousands  of  business  firms  and  their  employees,  and  an 

army  of  patriotic  volunteer  workers. 

f  Credit  policy 

^  On  previous  occasions  I  have  recommended  that  adequate  means  be  pro- 

j  vided  in  order  that  monetary  authorities  may  at  all  times  be  in  a  position  to 

“  I  carry  out  their  traditional  function  of  exerting  effective  restraint  upon  exces- 

’■  I  sive  credit  expansion  in  an  inflationary  period  and  conversely  of  easing  credit 

^  '  conditions  in  a  time  of  deflationary  pressures.  The  temporary  authority 

^  to  increase  reserve  requirements  of  member  banks  of  the  Federal  Reserve 

System,  granted  by  the  Congress  last  August,  will  expire  on  June  30,  1949. 
y  The  expiration  of  this  authority  without  further  action  of  the  Congress 

I  would  automatically  release  a  substantial  volume  of  bank  reserves  irre- 
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spective  of  credit  needs  at  the  time.  The  Congress  should  promptly  provide 
continuing  authority  to  the  Board  of  Governors  of  the  Federal  Reserve 
System  to  require  banks  to  hold  supplemental  reserves  up  to  the  limits 
requested  last  August,  10  percent  against  demand  deposits  and  4  percent 
against  time  deposits.  This  authority  to  the  Board  of  Governors  should 
not  be  confined  to  member  banks  of  the  Federal  Reserve  System  but  should 
be  applicable  to  all  banks  insured  by  the  Federal  Deposit  Insurance 
Corporation. 

Authority  for  the  regulation  of  consumer  installment  credit,  which  like¬ 
wise  expires  under  present  law  on  June  30,  1949,  should  be  continued  in 
order  to  exert  a  stabilizing  influence  on  the  economy. 

Promotion  of  supply  and  production 

There  are  shortages  of  supply  in  certain  critical  areas  which  are  so  serious 
as  to  impede  maximum  production  in  an  expanding  economy  and  to  limit 
programs  related  to  national  security. 

I  recommend  immediate  legislation  to  deal  with  this  problem  of  capacity 
and  supply.  It  should  impose  upon  the  Government  the  specific  responsi¬ 
bility  and  provide  the  funds  to  make  careful  surveys  of  future  supply  needs 
and  productive  capacity.  It  should  further  require  that  these  specific  studies 
be  correlated  with  the  general  requirements  of  an  economy  operating  at  max¬ 
imum  employment,  production,  and  purchasing  power.  To  the  extent  that 
facts  reveal  the  need,  it  should  provide  additional  authority  to  deal  more 
effectively  with  inadequacy  of  capacity  and  supply. 

Allocation  powers 

In  my  Economic  Report  of  last  year,  I  stressed  the  need  for  the  supple¬ 
mentation  of  voluntary  action  with  mandatory  controls  over  key  materials 
in  short  supply.  The  need  for  mandatory  controls  still  exists.  I  propose  the 
temporary  extension  of  the  law  under  which  voluntary  agreements  are  now 
permitted.  However,  there  is  grave  danger  that  the  problems  of  acute  short¬ 
age  cannot  be  adequately  met  by  voluntary  agreements.  I  therefore  recom¬ 
mend  that  the  use  of  mandatory  allocation  powers  be  authorized  so  that  they 
may  be  employed  on  a  selective  basis  without  delay  where  they  prove  to  be 
needed. 

I  also  recommend  that  the  Congress  continue  the  priorities  and  allocation 
authority  in  the  field  of  railroad  transportation. 

Selective  price  and  related  wage  controls 

I  recommend  that  selective  price  control  authority  should  promptly  be 
made  available  to  the  Government.  My  reasons  for  this  have  repeatedly 
been  set  before  the  Congress  and  the  country.  I  have  not  earlier  and  do 
not  now  propose  general  or  over-all  price  control  of  the  wartime  variety. 
But  we  are  still  in  a  situation  where  the  prices  of  certain  critical  materials 
or  commodities  of  vital  industrial  or  consumer  importance  are  moving 
upward  for  the  third  consecutive  year  or  longer.  Sharp  rises  in  the  prices 
of  essential  products  may  be  harmful  to  the  economy  even  when  the  general 
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price  level  is  fairly  stable.  Further,  we  cannot  be  certain  that  another 
upsurge  of  general  inflation  will  not  reappear  this  year  under  the  composite 
pressures  which  arc  at  work  throughout  the  economy. 

Legislation  to  authorize  selective  price  control  should  encourage  volun¬ 
tary  adjustments  without  the  actual  imposition  of  price  control.  It  b 
in  this  spirit  that  I  would  administer  the  authority.  But  1  am  firmly 
convinced  that  such  voluntary  efforts,  which  have  been  tried  with  partial 
but  insufficient  results  since  the  middle  of  1946,  cannot  meet  the  problem 
unless  the  Government  possesses  the  authority  to  act  firmly.  With  such 
authority  available,  however,  its  actual  application  might  not  be  re¬ 
quired.  It  should  be  supplemented  with  a  provision  permitting  the  Gov¬ 
ernment  to  order  the  withholding  of  price  advances  for  a  reasonable  period 
while  public  inquiry  into  their  justification  is  being  made. 

In  my  message  to  the  special  session  of  the  Congress  in  July  1948,  I 
said:  “Where  the  Government  imposes  a  price  ceiling,  wage  adjustments 
which  can  be  absorbed  within  the  price  ceiling  should  not  be  interfered 
with  by  the  Government.  The  Government  should  have  the  authority, 
however,  to  limit  wage  adjustments  which  would  force  a  break  in  a  price 
ceiling,  except  where  wage  adjustments  are  essential  to  remedy  hardship, 
to  correct  inequities,  or  to  prevent  an  actual  lowering  of  living  standards.” 
I  then  stated  my  belief,  which  I  still  firmly  hold,  that  wage  increases  based 
upon  productivity  and  designed  to  provide  a  rising  standard  of  living  em¬ 
body  the  American  way.  The  facts  show  some  current  situations  where 
non-infiationary  wage  increases  can  be  granted  by  employers  without  price 
increases.  I  firmly  believe  that  the  normal  processes  of  collective  bargaining 
will  result  in  sound  wage  adjustments  without  the  actual  application  of  any 
governmental  authority  related  to  wages  if  business  and  Government  make 
genuine  efforts  to  hold  down  excessive  prices  and  profits  and  to  reduce  the 
cost  of  living. 


Rent  control 

The  present  housing  shortage  makes  it  necessary  to  continue  rent  control 
for  at  least  two  years,  and  to  strengthen  its  enforcement.  I  recommend  that 
this  be  done. 

Even  if  the  most  optimistic  interpretation  is  placed  upon  the  slight  re¬ 
duction  in  the  cost  of  living  in  recent  months,  it  would  be  unwise  to  lift 
living  costs  again  by  rent  increases  even  larger  than  the  moderate  ones 
taking  place  under  the  present  system  of  control.  Such  a  course  would 
inflict  further  hardship  upon  the  families  who  have  already  been  the  prime 
victims  of  inflation,  and  would  make  it  harder  to  exercise  moderation  in 
wage  demands. 

Export  controls 

In  view  of  the  large  volume  of  exports  required  to  carry  out  our 
program  of  aiding  economic  reconstruction  abroad,  it  is  essential  that  those 
exports  be  controlled,  both  to  minimize  their  adverse  impact  on  the  domes- 
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tic  economy  and  to  make  them  most  fully  confonnable  to  our  foreign 
policies.  I  therefore  recommend  that  the  existing  powers  of  control  over 
exports  be  extended,  and  that  the  machinery  for  enforcement  be 
strengthened. 

Commodity  exchanges 

Excessive  speculation  in  grains,  cotton,  and  other  agricultural  commodi¬ 
ties  results  in  wide  and  harmful  fluctuations  in  prices.  The  experience  in 
the  fall  of  1947,  and  in  the  winter  and  spring  of  1948,  demonstrated  the 
need  for  more  effective  governmental  supervision  over  speculative  trading 
on  the  commodity  exchanges.  I  reconunend  that  the  Congress  grant  more 
specific  and  more  adequate  authority  to  prevent  excessive  speculation  or 
the  manipulation  of  prices. 

2.  Policies  to  Protect  the  Victims  of  Inflation 

While  we  are  fighting  further  inflation,  we  should  recognize  that  severe 
hardship  has  already  been  imposed  on  those  whose  incomes  have  lagged 
far  behind  the  increase  in  the  cost  of  living.  Whatever  is  feasible  to  al¬ 
leviate  this  hardship  should  be  accomplished  without  delay.  I  recommend 
specifically : 

That  the  benefits  under  the  old-age  and  survivors  insurance  be  sub¬ 
stantially  increased  in  order  to  bring  them  in  line  with  the  increase  in 
the  cost  of  living; 

That  the  coverage  of  the  Fair  Labor  Standards  Act  be  broadened 
and  the  minimum  wage  increased  from  the  present  40  cents  an  hour — 
a  figure  determined  in  1938 — to  at  least  75  cents  an  hour.  It  should  be 
permissible  to  provide  higher  minima  by  tripartite  action  of  employers, 
unions,  and  the  Government  on  an  industry  basis; 

That  the  public  assistance  program  for  relief  be  improved  to  meet 
the  basic  human  needs  of  the  less  fortunate. 

The  housing  program  which  I  recommend  will  make  a  start  toward  pro¬ 
viding  decent  housing  for  those  whose  low  incomes  confine  them  to  slums 
in  these  days  of  grossly  inflated  housing  prices. 

3.  Policies  to  Promote  Balanced  Economic  Growth 

While  alleviating  the  hardships  of  inflation  and  overcoming  maladjust¬ 
ments  which  threaten  our  future  prosperity,  we  must  continue  to  develop  our 
resources  for  healthy  growth.  We  should  press  forward  at  once  with 
some  programs  of  high  priority  needed  now  to  co.iserve  and  increase  the 
strength  of  our  Nation.  In  addition,  we  should  be  prepared  with  fully 
formulated  plans  for  others.  We  cannot  accept  the  dangerous  idea  that 
inflation’s  end  will  automatically  bring  about  a  period  of  stable  prosperity. 
The  continuing  need  for  prudence  in  Government  expenditures  must  not 
be  translated  into  false  economy. 
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Natural  resources 

The  Federal  Government  has  an  important  role  in  the  development  of  our 
natural  resources  which  is  essential  to  the  achievement  of  programs  to  relieve 
shortages  which  threaten  economic  development.  These  shortages  include 
many  of  our  most  essential  minerals  and  metals,  our  energy  resources,  espe¬ 
cially  electric  power  and  oil,  and  some  chemicals  and  fertilizers. 

Present  shortages  of  electric  power  in  many  areas  arc  not  temporary;  our 
long-range  needs  require  enormous  expansion  of  existing  capacity.  It  is 
essential  that  public  power  programs  be  expanded  this  year,  even  where  this 
requires  use  of  scarce  materials  for  construction  of  dams  and  generators. 
Such  expansion  should  include  the  construction  of  transmission  lines  where 
needed.  A  start  on  the  St.  Lawrence  River  waterway  and  power  project 
should  be  made  immediately.  The  programs  in  the  important  river  basins 
should  be  examined  and  prompt  action  taken  where  needed  to  provide 
improved  coordinated  development  plans. 

Agriculture 

With  certain  abnormal  postwar  demands  for  farm  products  diminishing, 
problems  of  adjustment  to  longer-range  conditions  arc  becoming  more  press¬ 
ing.  We  need  to  fit  a  prosperous  and  equitably  treated  agriculture  con¬ 
sistently  into  an  economy  seeking  to  operate  continuously  at  maximum  levels 
of  employment,  production,  and  purchasing  power. 

We  must  make  sure  that  our  long-range  price-support  legislation  moves 
toward  the  goal  of  farm  living  standards  comparable  to  those  of  the  rest 
of  the  population.  We  need  farm  production  even  more  abundant  than  we 
have  yet  attained  to  supply  the  industrial  and  consumer  needs  of  a  full 
employment  economy.  But  at  the  same  time,  we  need  measures  to  en¬ 
courage  shifts  in  the  composition  of  farm  output  realistically  adjusted  to 
our  domestic  and  export  needs.  We  should  supplement  such  measures 
with  others,  including  the  provision  of  adequate  storage  facilities,  the  im¬ 
provement  of  distribution,  and  adequate  credit  facilities. 

Even  with  farm  production  and  national  income  at  their  present  high 
levels,  many  families  lack  adequate  diets.  We  should  assure  main¬ 
tenance  in  the  future  of  a  level  of  consumption  consistent  with  real  food 
needs.  This  will  help  to  stabilize  domestic  markets  for  farm  products. 

To  stabilize  foreign  markets,  consultations  are  already  under  way  toward 
preparing  a  new  International  Wheat  Agreement. 

I  urge  the  Congress  to  reexamine  existing  and  proposed  farm  legislation 
in  the  light  of  all  these  objectives. 

International  economic  relations 

The  European  Recovery  Program  is  designed  to  further  world  recovery 
and  reconstruction.  It  must  be  continued.  Its  success  will  facilitate  a 
return  to  reasonable  freedom  of  world  trade.  The  proposed  Charter  of 
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the  International  Trade  Organization,  which  was  signed  by  54  nations  last 
year,  lays  the  foundation  for  this  return. 

The  present  inadequate  authority  for  the  conclusion  of  reciprocal  trade 
agreements  expires  June  30,  1949.  I  urge  that  immediate  action  be  taken 
to  restore  the  Trade  Agreements  Act  to  full  effectiveness  and  to  extend 
it  for  three  years. 

Housing 

The  steady  decline  in  new  housing  starts  since  last  May  adds  fresh  evidence 
of  the  need  for  housing  legislation.  I  again  recommend  immediate  passage 
of  the  unenacted  portions  of  the  comprehensive  housing  bill ;  and  the  need 
has  now  become  so  great  that  its  meager  quota  of  500,000  units  of  low-rent 
housing  over  5  years  should  be  increased  to  provide  for  1,000,000  units 
within  7  years. 

If  we  are  to  achieve  levels  of  housing  production  adequate  to  our  needs, 
construction  materials  in  the  necessary  volume  must  be  available  continu¬ 
ously  and  in  balanced  proportions.  If  it  proves  necessary,  I  shall  not 
hesitate  to  use  the  allocation  authority,  which  I  have  requested,  to  channel 
such  materials  into  home  building. 

Urban  redevelopment  and  community  facilities 

The  comprehensive  housing  bill  includes  substantial  Federal  aid  to  the 
States  and  localities  to  enable  them  to  make  more  rapid  progress  in  clearing 
sliuns  and  in  assembling  land  for  balanced  redevelopment.  Such  action 
can  be  taken  now  without  adding  significantly  to  inflationary  pressures,  and 
it  is  an  essential  basis  for  future  progress. 

While  the  Annual  Economic  Review  of  the  Council  of  Economic  Ad¬ 
visers  this  year  does  not  deal  at  length  with  programs,  such  as  education, 
health,  and  social  security,  which  are  directed  toward  the  improvement  of 
our  human  resources,  my  Economic  Report  last  January  stressed  the  inti¬ 
mate  connection  between  the  conservation  and  improvement  of  these  re¬ 
sources  and  the  prosperity  and  productivity  of  our  economy.  The  Council 
this  year  firmly  reiterates  this  principle. 

Because  the  programs  flowing  from  this  analysis  have  not  yet  been  au¬ 
thorized,  I  submit  the  following  recommendations. 

Education 

The  crisis  facing  education  must  be  met,  and  the  basis  for  the  continued 
improvement  of  our  system  of  education  made  finn.  Only  with  Federal 
resources  can  we  meet  adequately  the  increased  cos;  imposed  by  expanding 
enrollments  and  the  general  rise  in  expenditures  for  maintenance  and 
operation.  I  recommend  that  a  Federal  program  for  aid  to  elementary 
and  secondary  education  be  initiated.  We  should  make  plans  whereby  the 
opportunities  for  higher  education  would  be  expanded  through  cooperation 
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between  the  Federal  Government  and  public  agencies  and  private 
institutions,  including  a  system  of  general  scholarships  and  fellowships. 
And  a  study  should  be  initiated  to  determine  authoritatively  our  national 
needs  for  educational  facilities  and  the  most  feasible  methods  of  providing 
them. 

Health 

The  high  percentage  of  rejections  under  the  military  recruitment  programs 
has  provided  striking  evidence  of  the  unsatisfactory  state  of  the  Nation’s 
health.  National  health  insurance  is  the  only  workable  way  to  assure  that 
all  individuals  have  access  to  the  medical  care  they  need.  I  reconunend 
the  enactment  of  such  a  program  this  year.  Federal  grants  in  support  of 
hospital  construction  are  an  indispensable  support  to  such  a  program.  We 
also  need  to  augment  the  number  of  doctors,  dentists,  and  nurses  in  order 
to  overcome  the  present  serious  national  shortage  of  medical  personnel. 

Old  age,  disability,  and  unemployment  insurance 

Millions  of  workers  are  excluded  from  the  benefits  of  our  old  age  and 
unemployment  insurance  systems.  Such  exclusion  denies  to  individuals 
protection  to  which  they  are  entitled  by  every  consideration  of  equity.  I 
urge  that  the  coverage  of  these  systems  be  widened  this  year  and  the  benefits 
made  more  adequate. 

Few  of  our  workers  enjoy  systematic  protection  against  loss  of  income 
through  temporary  or  permanent  disability.  We  should  inaugurate  a  sys¬ 
tem  of  insurance  against  such  loss. 

I  have  included  in  this  Economic  Report  only  those  legislative  recom¬ 
mendations  which  have  large  significance  for  maintaining  maximum  em¬ 
ployment,  production,  and  purchasing  power  and  which  require  the  immedi¬ 
ate  attention  of  the  Congress.  There  are  a  number  of  other  important 
projects  on  which  we  should  make  further  progress  this  year.  Our  conserva¬ 
tion  practices  in  many  areas  require  improvement,  including  the  regulation 
of  timber  cutting,  the  protection  of  public  range  lands,  and  the  develojj- 
ment  of  our  tidelands  oil  resources.  We  should  press  forward  with  our 
programs  of  basic  research  and  exploration.  We  should  seek  continually 
to  encourage  the  bargaining  of  labor  and  management  along  lines  most 
consistent  with  national  progress  and  stability. 


This  is  a  period  in  which  our  ability  to  master  our  affairs  in  our  own  way 
will  be  rigorously  tested.  Abundant  resources  and  rapidly  advancing  tech¬ 
nology  are  both  a  blessing  and  a  respxjnsibility.  Our  strength  lies,  however, 
Jess  in  these  resources  themselves  than  in  our  will  to  use  them  effectively. 
This  task  requires  adapting  our  private  and  Government  institutions  to 
changing  circumstances. 
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We  are  committed  to  working  out  our  economic  problems  in  a  way 
that  combines  economic  and  social  progress  with  democratic  self-responsi¬ 
bility.  This  is  the  spirit  in  which  the  Employment  Act  of  1946  was 
conceived  and  in  which  we  shall  attempt  to  live  up  to  its  high  purpose. 
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LETTER  OF  TRANSMITTAL 

Council  of  Economic  Advisers, 
Washington,  D.  C.,  January  3, 1949. 

The  President: 

Sir:  The  Council  of  Economic  Advisers  herewith  submits  a  report,  the 
Annual  Economic  Review:  January  1949,  in  accordance  with  section 
4(c)  (2)  of  the  Employment  Act  of  1946. 

Respectfully, 

- 

Chairman. 


Vice  Chairman. 
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I.  Economic  Trends  During  1948 

THE  COURSE  OF  EMPLOYMENT  AND  PRODUCTION 


Employment 


High  levels  of  employment  were  characteristic  of  1948,  Job  oppor¬ 
tunities  were  ample  not  only  for  the  large  labor  force  with  which 
we  started  the  year,  but  also  for  more  than  a  million  additions  during  the 
year.  This  large  expansion  consisted  in  part  of  veterans  who  completed 
their  education,  and  also  in  part  of  a  relatively  large  number  of  women 
seeking  work  because  of  the  pressure  of  high  living  costs  on  family  budgets. 

Total  civilian  employment  established  a  record  annual  level  of  59.4 
million,  fluctuating  seasonally  between  a  winter  low  of  57.1  million  in 
January  and  February  to  a  summer  high  of  61.6  million  in  July.  Con¬ 
tinuing  a  long-term  trend,  average  agricultural  employment  declined  slightly. 
Total  unemployment  hovered  in  the  vicinity  of  2  million,  being  somewhat 
higher  during  the  first  half  of  the  year  and  somewhat  lower  during  the 
fall  months,  but  increasing  a  bit  during  the  closing  weeks  of  the  year.  (See 
appendix  table  C-7.) 

While  the  firm  demand  for  labor  was  felt  in  almost  all  major  lines  of 
activity,  there  was  considerable  variation  in  particular  areas  and  industries. 
(See  appendix  table  C-8.)  Although  jobs  in  manufacturing  increased  by 
about  half  a  million,  a  number  of  consumers’  goods  industries,  such  as  tex¬ 
tiles,  electrical  appliances,  and  shoes,  showed  some  lay-offs  and  reduced 
the  hours  of  some  of  their  workers.  Consequently,  while  average  weekly 
hours  remained  essentially  unchanged  in  most  major  industrial  groups,  a 
number  of  revisions  downward  and  few  upward  meant  that  the  average 
hours  of  work  per  employed  jierson  for  the  economy  as  a  whole  were  just 
below  the  level  of  1 947.  ( See  appx^ndix  table  C-1 1 . ) 

Nonetheless,  due  to  the  rise  in  number  of  workers,  the  total  hours  of  work 
performed  were  greater  in  1948  than  in  1947. 

Production 

With  record  numbers  employed  at  only  slightly  reduced  weekly  hours,  the 
economy  produced  4  p>ercent  more  gcxxls  and  utilities  in  1948  than  in 
1947.  This  was  about  in  line  with  the  goal  set  in  the  January  1948 
Economic  Report.  All  major  categories  showed  noticeable  increases  ex¬ 
cept  transportation,  which  was  close  to  its  1947  level.  Highest  gains  were 
made  by  the  electric  and  gas  utilities,  where  output  rose  11  p)ercent,  and 
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High  level  employment  continued  throughout  1948. 
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by  the  construction  industry  where  the  volume  of  new  construction  was  14 
percent  higher.  ( See  appendix  table  C-1 2. ) 

Total  agricultural  output  increased  9  percent,  thanks  to  bumper  crops. 
But  total  supplies  of  food  currently  available  to  the  consumer  were  some¬ 
what  smaller  than  in  1947.  The  large  crops  of  com  and  other  feeds  will 
be  reflected  in  food  supplies  only  as  an  expanding  volume  of  livestock 
products  begins  to  come  to  market  this  sununer  and  fall. 

Industrial  production  (manufacturing  and  mining)  in  1948  was  3  per¬ 
cent  higher  than  in  the  previous  year.  (See  appendix  table  C-1 3.) 
After  reaching  a  postwar  peak  in  the  early  part  of  the  year,  it  dropped 
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CHANGES  IN  PRODUCTION  OF  GOODS 
AND  UTILITIES* 

Total  output  of  goods  and  utilities  in  1948  was  about  4  percent 
obove  the  1947  level.  Increoses  ronged  from  one-holf  of  one 
percent  in  transportation  to  14  percent  in  construction. 
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during  the  spring  and  summer  but  by  fall  was  back  to  its  p>eak  levels.  In 
November,  iron  and  steel  production  reached  a  new  all-time  high,  about  3 
percent  above  its  wartime  top.  Most  other  major  industries  registered 
gains  for  the  year,  with  a  lower  physical  output  only  in  the  leather,  alco¬ 
holic  beverages,  tobacco,  and  rubber  industries. 
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For  services  (trade,  finance,  and  Government) ,  quantitative  measurement 
of  output  is  difficult.  Roughly  measured  by  the  volume  of  employment, 
the  year’s  total  activity  in  trade  increased  by  about  3  percent,  in  finance 
and  service  by  2  percent,  and  in  government  by  4  percent. 

With  the  output  of  goods  up  4  percent,  and  with  employment  in  services 
up  somewhat  less,  it  appears  that  the  total  output  of  goods  and  services 
together  increased  between  3  and  4  percent  in  1948. 

Prices,  Wages,  and  Profits 

Prices 

The  pattern  of  price  changes  during  1948  was  far  more  uneven  than  at 
any  time  since  the  end  of  price  control.  In  the  18  months  between  mid- 1946 
and  December  1947,  prices  rose  steadily,  except  for  one  brief  pause  in  the 
second  quarter  of  1947,  but  the  rate  of  advance  slowed  down  during  the 
latter  part  of  the  period. 

In  the  field  of  wholesale  prices,  a  sharp  break  in  farm  prices  occurred  in 
the  first  quarter  of  1948,  while  industrial  prices  on  the  average  remained 
relatively  steady.  Then,  under  the  impact  of  the  stepped-up  defense  pro¬ 
gram,  the  authorization  of  the  European  Recovery  Program,  tax  reductions, 
and  numerous  wage  increases,  prices  began  a  new  upward  surge,  which 
reached  its  peak  in  August.  Thereafter,  due  to  bountiful  crops,  farm  and 
wholesale  food  prices  declined,  while  the  industrial  price  index  has  reflected  . 
declines  in  textiles,  hides  and  leather,  lumber,  and  chemicals,  largely  offset 
by  continued  increases  in  the  prices  of  metals  and  metal  products.  (Sec 
appendix  table  C-21.) 

By  the  end  of  the  year,  the  average  of  wholesale  prices  was  just  below 
the  level  of  December  1947,  and  4  percent  below  August  1948.  Measured  ; 
by  the  same  periods,  wholesale  prices  of  farm  products  declined  10  and  7 
jjercent,  and  wholesale  food  prices  5  and  10  jjercent.  On  the  other  hand,  « 
industrial  prices  by  the  end  of  the  year  averaged  more  than  5  percent  above  | 
December  1947,  and  were  practically  unchanged  from  August  1948,  with  j 
important  divergent  trends  among  groups  of  commodities.  Hides  and  j 
leather  products,  textile  products,  and  chemicals  and  allied  products  were 
lower  than  in  December  1947;  while  fuel  and  lighting  materials,  metals  ^ 
and  metal  products,  housefumishings,  and  building  materials  were  sub-  ^ 
stantially  higher. 

The  continuance  of  inflationary  pressures  was  particularly  significant  in  j 
metals  and  metal  products.  The  prices  of  lead  and  zinc  showed  striking  ; 
increases,  lead  rising  more  than  40  percent  and  zinc  more  than  60  percent 
during  1948.  High  investment  and  automobile  demand,  plus  the  growing  j 
impact  of  the  defense  program,  stockpiling,  and  foreign  aid  maintained  pres-  ^ 
sure  on  available  supply.  This  was  true  even  though  many  types  of  con¬ 
sumers’  durable  and  light  equipment  were  in  increasingly  easy  supply.  The  ^ 
supply-demand  relationship  of  the  basic  metals  and  many  metal  products 
is  still  unsatisfactory.  ^ 
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Chart  3. 
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Consumers’  prices  as  a  whole  declined  during  the  first  quarter  of  1948, 
recovered  and  rose  to  an  all-time  peak  in  August,  and  since  then  have  shown 
a  slight  reduction.  By  November  they  were  3  percent  higher  than  in  Decem¬ 
ber  1947,  and  more  than  1  percent  lower  than  in  August  1948.  (See 
appendix  table  C-20.)  Preliminary  reports  for  December  indicate  that 
there  were  some  further  slight  declines  in  consumer  prices.  As  in  the  case 
of  wholesale  prices,  there  have  been  divergent  trends,  with  food  moving 
downward  and  other  groups  moving  upward  since  late  summer.  Further, 
retail  food  prices  have  not  fully  reflected  the  decline  in  wholesale  food  costs, 
nor  have  declines  in  the  wholesale  prices  of  textile  products  been  accom¬ 
panied  by  a  significant  similar  movement  in  regular  retail  clothing  prices. 
In  part,  this  has  undoubtedly  been  due  to  the  customary  lag  between  a  fall 
in  material  costs  and  a  fall  in  retail  prices  of  consumer  products;  but  in 
part  also  to  the  pricing  policy  which  business  follows  under  the  influence 
of  a  high  national  income. 

There  are  a  number  of  factors  explaining  the  uneven  pattern  of  price 
trends  in  1948.  In  the  case  of  farm  products,  the  improvement  in  crops 
has  altered  materially  the  supply-demand  relationships  at  least  for  the  cur¬ 
rent  crop  year.  We  have  not  yet,  however,  witnessed  any  major  improve-  • 
ment  in  the  supply  of  livestock  products,  even  though  prices  of  these  prod¬ 
ucts  have  declined  from  their  1948  peaks. 

In  many  fields  there  has  been  a  disappearance  of  the  war-created  back¬ 
log  demand  and  a  major  improvement  in  the  supply  position,  notably  in 
most  consumer  goods.  There  has  been  some  drop  in  inventory  buying,  j 
The  availability  of  a  much  greater  variety  of  products  has  resulted  in  in-  J 
creasing  competition  for  the  consumers’  dollar.  The  markets  for  materials  T 
have,  however,  beeen  more  sensitive  in  responding  to  this  changed  situation  j 
than  the  wholesale  and  retail  markets  for  finished  products,  although  at  the  i 
year’s  end  retail  clearance  sales  have  become  very  widespread.  ^ 

Viewing  the  range  of  wholesale  and  retail  price  developments  since 
August  in  terms  of  inflationary  pressures,  caution  seems  necessary  on  several . 
grounds.  First  of  all,  it  is  too  early  to  derive  assurance  from  the  slight 
downward  movement  in  the  cost  of  living.  Twice  before  since  the  end  of  | 
the  war,  in  the  second  quarter  of  1947  and  the  first  quarter  of  1948,  whole-  * 
sale  and  retail  prices  behaved  in  approximately  the  same  manner  as  de¬ 
scribed  above.  Yet  on  each  of  these  previous  occasions  there  emerged  new 
factors  which  generated  a  fresh  wave  of  price  increases. 

Caution  is  required  also  in  appraising  the  significance  of  the  divergent 
trends  in  recent  price  developments.  The  differences  in  the  direction  of  ■ 
price  movements  reflect  in  part  changes  in  the  relationship  between  supply 
and  demand,  but  they  also  reflect  the  fact  that  different  parts  of  the  economy  ^ 
do  not  respond  with  equal  sensitivity  to  changes  in  this  relationship.  Price  | 
responsiveness  to  the  shifting  of  demand  leaves  unanswered  the  question  ^ 
whether  the  falling  off  in  demand  at  one  place  in  the  market  is  a  healthy ' 
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Chart  4. 


CONSUMERS'  PRICES 

After  reaching  o  new  olt-time  peak  in  August  and  September, 
consumers'  prices  turned  downward,  mainly  because  of  a  decline 
in  food  prices.  Other  retoit  prices  continued  strong. 
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reaction  to  the  satisfaction  of  accumulated  needs  or  an  unhealthy  reaction 
to  a  growing  discrepancy  between  continuing  need  and  declining  ability  to 
buy.  In  short,  we  are  moving  into  a  period  where  much  more  highly 
selective  efforts  will  be  needed  to  achieve  workable  price  relationships  for  the 
maintenance  of  economic  stability.  Analysis  shedding  light  upon  this 
paramount  problem  is  developed  in  other  sections  of  this  report. 

Wages  and  labor  relations 

When  1948  opened,  most  union  workers  and  sizeable  groups  of  nonunion 
workers  had  received  two  postwar  wage  increases,  and  some  had  received 
three  or  more.  But  these  increases,  in  many  instances,  had  been  more  than 
offset  by  rising  living  costs  during  the  previous  2  years. 

The  price  drop  in  the  commodity  markets  early  in  1948  changed  the  wage 
outlook.  A  widespread  hope  was  raised  that  food  prices  might  be  reduced, 
and  that  there  would  not  be  further  increases  in  industrial  prices.  Under 
these  circumstances,  the  major  electrical  companies  maintained  a  strong 
stand  against  wage  increases.  The  United  States  Steel  Corporation  rejected 
proposals  for  a  substantial  increase  and  moderately  reduced  the  prices  of  fin¬ 
ished  steel  products,  following  previous  price  increases.  A  number  of  major 
automobile  companies  opposed  wage  increases,  and  negotiations  in  some 
other  branches  of  industry  were  suspended. 

Very  quickly,  however,  the  uncertainty  engendered  by  the  price  break 
in  the  commodity  markets  was  overcome.  Price  declines  in  these  markets 
had  not  spread,  and  in  fact  these  markets  had  partially  recovered.  The 
announcement  of  an  expanded  defense  program  in  late  March  added  new 
impetus  to  inflationary  forces.  Tax  reduction  created  the  expectation 
of  added  billions  of  dollars  in  the  spending  stream.  Living  costs  resumed 
their  rise,  and  it  appeared  that  the  passing  on  of  wage  increases  in  higher 
prices  leading  to  even  higher  profits  would  continue  to  be  feasible.  With 
profit  prospects  good  so  long  as  strikes  could  be  avoided,  the  stage  was  set 
by  late  May  for  further  wage  increases. 

Since  then,  the  contracts  that  have  come  up  for  renewal  and  renegotia¬ 
tion  have  in  most  cases  been  peaceably  settled.  The  increases  have  varied 
widely  from  industry  to  industry.  Although  they  have  ranged  from  only  a 
negligible  increase  to  as  much  as  35  cents  an  hour,  a  large  proportion  have 
been  in  the  neighborhood  of  10  cents,  which  represented  an  average  increase 
of  about  8  percent.  Generally,  such  settlements  have  tended  to  reflect  the 
rise  in  the  cost  of  living  during  the  life  of  the  prior  contract.  It  is  estimated 
that  the  annual  rate  of  wage  and  salary  payments  by  the  end  of  the  year 
was  7  to  8  billion  dollars  above  the  level  that  would  have  prevailed  without 
the  rate  increases.  About  one-half  of  this  amount  was  actually  realized  by 
workers  during  the  year.  In  addition  to  the  increases  in  wages,  there  was 
some  enlargement  of  fringe  benefits  such  as  health  and  welfare  funds,  paid 
holidays,  and  paid  vacations. 
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After  adjusting  for  price  increases,  there  was  no  significant  change  in  the 
average  weekly  earnings  of  workers  in  manufacturing  industries  during 
the  year.  ( See  appendix  tables  G-9  and  C-20. )  This  does  not  mean,  how¬ 
ever,  that  no  workers  were  either  better  off  or  worse  off  at  the  end  of  the  year. 
Some  have  suffered  declines  in  their  real  earnings,  while  others  have  suc¬ 
ceeded  in  keeping  ahead  of  rising  living  costs.  But  those  who  negotiated 
wage  increases  early  have  seen  much  of  their  gains  subsequently  dissipated  by 
increases  in  the  cost  of  living.  Prices  in  manufacturing  industry  increased, 
in  general,  more  than  the  increase  in  costs,  including  wages,  during  the  year. 
In  some  cases  wage  increases  forced  prices  up.  In  other  instances  they 
served  as  an  excuse  for  raising  prices  unnecessarily,  thus  resulting  in  even 
wider  profit  margins. 

The  instances  where  wage  settlements  were  reached  only  after  prolonged 
negotiations  and  strikes  were  somewhat  fewer  in  1948  than  in  1947.  Yet 
they  were  of  some  significance.  In  the  March-May  period,  several  major 
strikes  (affecting  coal  mining,  meat  packing,  and  one  large  automobile 
company),  together  with  numerous  smaller  strikes,  caused  considerable 
loss  of  time.  Since  June,  the  month-by-month  losses  directly  caused  by 
strikes  have  not  been  more  than  about  one- third  of  one  percent  of  estimated 
available  working  time.  A  few  major  stoppages  have  had  sizeable  indirect 
effects — including  those  in  cast  and  west  coast  shipping  and  in  trucking  in 
New  York. 

While  most  work  stoppages  involved  wage  issues,  there  were  a  number 
that  stemmed  from  other  considerations.  The  strike  of  west  coast  long¬ 
shoremen,  for  example,  was  at  least  made  more  difficult  of  solution  because 
of  the  hiring-hall  and  Communist-affidavit  issues.  Some  other  stoppages 
arose  from  grievances  not  associated  with  wage  questions. 

Profits 

The  achievement  of  new  peak  records  in  production  and  sales,  coupled 
with  higher  prices  for  manufactured  goods,  led  to  a  new  peak  record  in  the 
dollar  volume  of  profits  (sec  chart  11).  Corporate  profits,  before  taxes,  rose 
from  30  billion  dollars  in  1947  to  an  estimated  34  billion  in  1948;  after  taxes, 
corporate  profits  rose  from  about  18  billion  dollars  in  1947  to  an  estimated 
21  billion  in  1948.  In  the  third  quarter  of  1948  corporate  profits  were  at 
the  rate  of  35  billion  dollars  before  taxes  and  22  billion  after  taxes.  The 
net  income  of  unincorporated  business  and  the  professions  rose  from  24 
billion  dollars  to  26  billion,  and  net  farm  income,  allowing  for  the  large 
increase  in  farmers’  stocks  of  com  and  other  crops,  rose  from  almost  16 
billion  dollars  to  about  18  billion. 

Corporate  profits  after  taxes  in  1948  represented  over  5  percent  on  sales 
and  about  10  percent  on  net  worth,  compared  with  about  5  jjercent  on  sales 
and  about  9.5  percent  on  net  worth  in  1947.  Since  the  return  on  sales  applied 
to  a  higher  price  level  than  in  1947,  net  dollar  margins  per  unit  of  goods  sold 
have  increased.  Thus  during  two  years  of  peak  and  growing  production 
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there  has  been  little  change  in  over-all  profit  ratios,  and  an  enlarging  phys¬ 
ical  volume  of  sales  has  resulted  in  enlarged  profits,  rather  than  in  lower  ; 
profits  er  unit  of  goods  sold  in  an  expanding  market.  (See  chart  11,  page 
39,  and  appendix  tables  C-3  and  C-28  through  C-33  for  data  on  profits.) 

There  has  been  much  discussion  as  to  whether  the  volume  of  reported 
profits  overstates  the  actual  position  of  business.  This  point  was  recognized 
in  the  January  1948  Economic  Report,  which  said:  “In  appraising  profit  t 
trends,  allowance  should  be  made  for  the  fact  that  business,  like  every  other  j 
group,  finds  that  the  purchasing  jxiwcr  of  money  has  declined  considerably. 
To  maintain  the  same  physical  volume  of  inventories  requires  large  addi-  * 
tional  amounts  of  capital  funds.  Furthermore,  replacement  costs  have 
risen  substantially,  while  profits  are  usually  calculated  by  basing  depreciation  | 
allowances  on  original  costs  rather  than  replacement  costs.  Although  a  1 
portion  of  the  large  profits  earned  during  1947  merely  compensated  for 
changes  in  prices,  profits  on  the  whole  were  above  the  levels  necessary  to 
furnish  incentives  and  funds  for  the  expansion  of  business  and  to  promote  ■ 
the  sustained  health  of  the  economy.” 

How  applicable  is  that  judgment  one  year  later?  A  review  of  the  profit  j 
situation  shows  that  corporate  profits  after  taxes  in  1948  were  15  percent 
higher  than  in  1947.  On  the  other  hand,  the  total  corporate  requirements  i 
for  new  capital  funds  were  7  percent  lower  in  1948  than  in  1947  because  ; 
of  a  considerable  decline  in  the  requirements  for  new  working  capital.  I 
( See  appendix  table  C-34.)  The  rate  of  investment  in  plant  and  equipment 
was  only  slightly  higher  in  1948  than  in  the  second  half  of  1947,  while  ■ 
there  was  an  increase  in  corporate  allowances  for  depreciation.  In  par-  ' 
ticular,  the  need  of  corporations  for  additional  funds  to  maintain  the  same 
physical  volume  of  inventories  amounted,  at  an  annual  rate,  to  only  1.5 
billion  dollars  in  the  fourth  quarter  of  1948  compared  with  3.3  billion  . 
dollars  for  1948  as  a  whole  and  5.1  billion  dollars  for  1947.  In  the  light  of  ; 
these  developments,  the  conclusion  reached  last  year  is  still  valid.  ^ 

The  foregoing  comment  should  not  mask  the  fact  that  widely  varying 
profit  situations  and  trends  exist,  and  that  any  proposed  policies  on  the 
part  of  business,  labor,  and  government  should  take  account  of  these  varia-  ■ 
tions.  The  over-all  ratios  of  profits  to  sales  and  net  worth  have  declined  i 
somewhat  for  a  number  of  the  nondurable  goods  industries,  while  the  metal  ■ 
industries  have  shown  increases.  And  the  smallest  manufacturing  cor¬ 
porations,  with  assets  of  $250,000  or  less,  are  reperting  average  profit  ratios 
well  below  their  1947  levels,  while  the  largest  manufacturing  corporations,  j 
with  assets  above  $100,000,000,  are  running  well  ahead.  The  intermediate  ■ 
groups  are  showing  profit  ratios  somewhat  below  their  1947  levels.  ■ 

Money  and  Credit 

The  very  large  wartime  expansion  of  the  public  debt  led  to  a  great 
enlargement  of  the  money  supply  and  of  the  buying  power  of  the  people. 
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The  inflationary  result  of  this  situation  was  aggravated  after  the  end  of 
the  war  by  the  increase  of  bank  credit,  which  reached  dangerous  proportions 
in  the  last  half  of  1947. 

For  the  year  1948  as  a  whole,  however,  there  was  no  further  net  increase 
in  the  money  supply.  During  the  first  half,  privately  held  deposits  and 
currency  outside  the  banks  fell  by  more  than  4  billion  dollars,  largely 
because  of  the  sizable  Treasury  surplus  in  the  first  quarter.  In  the  second 
half  of  the  year,  the  money  supply  again  expanded,  but  much  less  than 
in  the  same  period  of  1947.  A  gold  inflow  of  1.5  billion  dollars  in  1948 
added  to  the  money  supply  about  equally  in  both  the  first  and  second  half 
years.  The  expansion  of  bank  loans  proceeded  throughout  the  year,  but 
at  a  lower  rate  than  in  1947. 

Table  1. — Monetary  expansion 
[Billloni  of  dollars] 


Change  from— 


Type  of  monetary  expansion 

Jan.  1  to 
June  30, 
1M7 

July  1  to 
Dec.  31, 
1047 

Jan.  1  to 
June  30, 
1048 

July  1  to 
Dec.  31, 
1048  > 

Privately  held  deposits  and  currency  outside  banks _ 

Loans:  All  banks . . 

+0.1 

+5.0 

-4.3 

+13 

+17 

+4.6 

+2.1 

+18 

Insured  commercial  banks . 

+18 

+4.3 

+1.8 

+14 

Commercial  and  industrial  loans . . 

+.7 

+3.2 

-.2 

+1.3 

Agricultural  loans . . 

+.2 

+.1 

+■4 

+.4 

ReaK«state  loans . . 

+1.1 

+1.1 

+.8 

+.4 

Consumer  installment  credit . 

Commercial  bank  holdings  of  U.  8.  Government  se- 

+1.0 

+1.3 

+1.0 

+L0 

curltles* _ 

-4.8 

-1.2 

-4.2 

-1.8 

>  Estimates  by  Council  of  Economic  Advisers.  *  Estimates  by  Treasury  Department. 
Source:  Board  of  Oovemors  of  the  Federal  Reserve  System  (except  as  noted). 


The  major  part  of  this  slackening,  as  the  above  table  shows,  occurred  in 
loans  to  commercial  and  industrial  concerns.  With  slower  rises  in  prices, 
wages  and  material  costs,  and  with  inventory  shortages  fairly  well  made  up, 
less  additional  working  capital  was  required  than  in  previous  years.  Bank 
real  estate  loans  also  slowed  up  markedly.  The  important  factor  here  was 
not  a  lower  demand  for  mortgage  credit,  but  a  greater  reluctance  of  banks 
to  lend  on  an  inflated  housing  market.  Also,  many  banks  were  reaching 
the  maximum  amount  of  real  estate  loans  they  wished  to  carry  as  a  matter 
of  policy,  or  were  legally  permitted  to  carry. 

The  demand  for  long-term  funds  continued  strong  throughout  the  year, 
and  though  the  rate  of  expansion  of  long-term  bank  loans  declined,  this 
was  in  good  part  offset  by  increased  lending  of  other  financial  institutions, 
notably  insurance  companies. 

The  increase  of  credit  has  been  an  important  factor  in  the  growth  of 
inflationary  conditions  during  the  postwar  period.  The  large  Treasury 
surplus  had  considerable  anti-inflationary  effect,  but  was  not  in  itself  a 
sufficient  means  of  stemming  the  growth  of  bank  credit.  The  other  princi¬ 
pal  line  of  attack  was  action  by  the  Federal  Reserve  Board  to  decrease  the 
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availability  of  reserves,  and  to  increase  interest  rates.  However,  while  con¬ 
tinuing  the  basic  aim  of  maintaining  a  stable  and  orderly  market  for 
Government  securities,  the  Board  could  increase  short-term  interest  rates 
only  to  a  very  limited  extent,  and  under  existing  authority  its  influence 
over  bank  reserve  requirements  was  also  severely  limited.  Part  II  will 
treat  the  problem  of  restricting  bank  credit  as  a  deterrent  to  further  inflation. 
(Statistics  on  money,  banking,  and  credit  may  be  found  in  appendix  tables 
C-23  through  C-27.) 

The  Flow  of  Goods  and  Purchasing  Power 

Consumer  income,  spending,  and  saving 

Consumer  income  and  expenditures  are  the  largest  and  most  stable  ele¬ 
ment  in  the  Nation’s  Economic  Budget  but  the  relation  between  income  and 
expenditures  has  undergone  marked  changes  in  recent  years.  During  the 

Chart  5. 


CONSUMER  INCOME  AND  SPENDING 

Consumption  expenditures  increased  less  than  personal  income 
during  1948. 
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period  of  wartime  shortages  and  restrictions,  consumers  spent  an  unusually 
low  portion  and  saved  an  unusually  high  portion  of  their  rapidly  increasing 
incomes.  Large  backlog  demands  were  built  up  for  all  kinds  of  durable 
goods.  After  1945,  jieople  set  about  earnestly  to  raise  their  levels  of 
consumption,  and  esp)ccially  sought  houses  and  furnishings,  electric  appli¬ 
ances  and  au  tomobiles.  Despite  the  high  level  of  incomes,  many  consumers . 
drew  on  wartime  savings ;  others  borrowed.  The  saved  portion  of  personal 
income  shrank  rapidly. 

Price  and  rationing  controls  were  removed  before  the  goods  and  services 
became  available  to  meet  this  pent-up  demand,  and  prices  soared.  In 
dollars,  the  increase  in  consumption  expenditures  since  prewar  has  accounted 
for  two-thirds  of  the  increase  in  total  gross  national  exjjenditure,  although 
consumption  exf>enditures  have  gone  up  much  less  j>ercentagewise  than 
private  domestic  investment. 

During  1948  there  were  indications  that  some  of  the  extraordinary  con¬ 
sumer  demands  were  tapering  off.  Consumption  expenditure  ceased  to  go 
up  faster  than  disposable  personal  income.  The  rapid  rate  of  increase  in 
consumer  credit  was  slowed.  A  larger  portion  of  jjersonal  income  apjieared 
to  be  going  into  investment  in  housing  and  farms  and  other  unincorpo¬ 
rated  businesses.  And  the  portion  going  into  personal  bank  balances, 
securities,  and  other  liquid  assets  appeared  to  have  ceased  declining. 

Consumer  income.  Aggregate  personal  income  increased  continuously 
throughout  1948.  For  the  year  as  a  whole,  it  amounted  to  more  than  211 
billion  dollars  before  taxes;  in  1947  it  was  195  billion.  Dispxjsable  personal 
income  (income  after  taxes)  amounted  to  190  billion  dollars;  in  1947  it  was 
174  billion.  Adjusted  for  changes  in  consumer  prices,  however,  disposable 
personal  income  f>er  capita  was  substantially  the  same  for  both  years. 

The  increase  in  personal  incomes  from  1947  to  1948  was  roughly  propor¬ 
tionate  among  major  sources:  wages  and  salaries,  proprietors’  and  rental 
income,  dividends  and  interest.  But  in  the  latter  half  of  1948  net  farm 
income  fell  off,  relative  to  the  normal  seasonal  pattern,  while  rental  income 
of  persons  and  business  and  professional  income  ceased  to  rise.  Dividend 
payments,  on  the  other  hand,  increased  at  an  accelerated  rate.  An  ap¬ 
preciable  decrease  occurred  during  the  year  in  transfer  payments  to 
individuals — chiefly  veterans’  benefits.  (Data  relating  to  personal  income 
are  shown  in  appendix  tables  C— 4,  C-5,  and  G-6.) 

Income  distribution.  As  compared  to  prewar,  there  has  been  an  improve¬ 
ment  in  the  real  purchasing  power  of  families  in  all  income  ranges.  While 
the  dollar  increases  are  larger  in  the  higher  income  groups,  percentagewise 
the  lower-income  groups  have  enjoyed  the  larger  gains.  (See  table  2  and 
chart  6.) 
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Table  2. — Average  money  irvome,  afta  taxes,  received  by  each  fifth  of  the  }{ation't  Jamiltet 

ranl{ed  by  size  of  itKome 


[Dollars  of  1047  purchasing  power] 


Family  units  ranked  from  lowest  to  highest  income  > 

Money  income  after  tax  » 
(1947  dollars) 

Percentage 

change. 

1041 

1947 

1041  to  1047 

S.V>2 

$796 

41.6 

1,444 

1.9.^3 

2,992 

3.3.9 

Third  fifth . 

2,421 

23.6 

.1.  .‘123 

4,226 

20.0 

7,245 

8,574 

18.3 

I  Includes  single-person  families. 

*  Liability  for  Federal  personal  income  tax.  = 

Source;  See  appendix  B.  I 


The  Federal  personal  income  tax  has  reduced  somewhat  the  concentration  ^ 
of  income  (see  table  3).  In  1947,  for  example,  the  lowest  three-fifths  of  ' 
families  received  29  jaercent  of  total  money  income  before  tax  compared  ' 
to  31  percent  after  tax,  while  the  share  of  the  upper  one-fifth  was  reduced  by 
taxes  from  48  percent  to  46.  The  income-equalizing  effect  of  the  tax  struc-  i 

Chart  6. 
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Real  income  of  oil  groups  increased  from  1941  to  1947  and 
income  disparities  were  reduced. 
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turc  was  somewhat  greater  in  1947  than  in  1941,  although  perhaps  less  than 
would  be  expected  considering  that  the  tax  in  1947  absorbed  over  10  percent 
of  personal  money  income,  compared  with  less  than  5  percent  in  1941.  But 
the  considerable  increase  since  before  the  war  in  real  income  of  families  at 
the  low  end  of  the  scale  has  probably  come  about  chiefly  from  the  decrease 
in  unemployment  and  the  increase  in  number  of  multi-earner  families,  rather 
than  from  the  equalizing  effect  of  more-progressive  taxation. 

Inflation,  however,  has  probably  checked  this  favorable  trend  in  income 
distribution.  Such  data  as  are  available  indicate  a  slight  increase  in  con¬ 
centration  from  1946  to  1947. 

Table  3. — Percent  of  money  income,  before  and  after  taxes,  received  by  each  fifth  of  Nation's 
families  ranked  by  size  of  income 

Cumulative  percent  ot  total  money  Income 

Family  units  ranked  from  lowest  to  highest  income  <  Before  tax  *  |  After  tax  * 


1941  1047  1041  1047 


Lowest  fifth . 

3.5 

4.0 

3.7 

4.3 

Lowest  two-flfths . 

12.6 

13.8 

13.2 

14.7 

Lowest  threo-flfths . 

27.9 

29.2 

29. 1 

30.9 

Lowest  four-flftbs . . . 

50.4 

61.8 

6Z3 

63.7 

All  family  units . 

100.0 

100.0 

100.0 

100.0 

■  Includes  single-person  families, 
i  Liability  for  Feideral  personal  Income  tax. 

Source:  See  appendix  B. 


We  have  as  yet  no  information  on  the  distribution  of  1948  incomes,  either 
before  or  after  tax,  but  the  effects  of  the  Revenue  Act  of  1948  are  relatively 
more  favorable  to  upper  than  to  lower  income  groups.  The  provision 
allowing  married  persons  to  split  their  incomes  for  tax  purposes  is  especially 
advantageous  to  those  in  upper  tax  brackets.  While  many  persons  at  the 
lower  end  of  the  income  scale  have  been  exempted  from  paying  any  tax,  and 
rates  were  reduced  all  along  the  line,  the  percentage  increase  in  income  after 
tax  is  greatest  for  upper-bracket  married  persons. 

Consumption  expenditures.  Aggregate  outlays  for  personal  consumption 
continued  to  increase  during  1948,  though  not  so  rapidly  as  during  1947. 
For  the  year  as  a  whole  they  amounted  to  about  177  billion  dollars;  in  the 
preceding  year  they  were  165  billion.  They  represented  a  slightly  smaller 
share  of  gross  national  product  than  in  1947,  70  percent  compared  with  71 
percent.  Thus  we  have  moved  farther  away  from  the  prewar  ratio  between 
consumption  and  other  expenditures  (about  75  percent  in  1939). 

Total  consumption  in  real  terms  has  been  rising  since  the  war,  as  shown 
by  unit  sales  of  durables  and  by  production  of  nondurable  goods.  Food 
consumption  has  declined  slightly.  The  pattern  of  consumer  expenditures 
continues  to  differ  markedly  from  that  before  the  war.  Expenditures  for 
durable  and  nondurable  goods  have  increased  much  more  than  for  services. 
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Outstanding  is  the  purchase  of  automobiles,  expenditure  for  which  con¬ 
tinues  to  increase  faster  than  for  almost  any  other  major  type  of  purchase. 
The  increase  in  other  durable  goods  expenditure  appears  to  have  tapered  off. 

In  the  case  of  nondurable  goods,  the  higher  level  of  food  outlays  is  the 
chief  factor  in  the  great  increase  since  prewar;  higher  clothing  expenditures 
is  second  in  importance.  Spending  for  both  these  items,  however,  has  gone 
up  less  than  proportionately  to  total  consumer  exp)enditurc  during  1948. 

The  less-than-average  increase  since  before  the  war  in  spending  for 
services  reflects  the  relatively  low  level  of  rents,  and  of  outlays  for  household 
operation,  in  which  utilities  and  domestic  service  are  the  largest  items. 
During  1948,  expenditures  for  services  increased  about  as  rapidly  as  for 
durable  goods. 

Saving  and  consumer  credit.  The  pnircentage  of  disposable  income  not 
spent  for  consumption  was  higher  in  1948  than  in  1947,  contrary  to  the 
trend  ever  since  the  war.  This  additional  p)ersonal  saving,  however,  is  j 
predominantly  in  the  form  of  investment  in  family  dwellings,  farms  (and  | 
farm  inventories),  and  other  unincorp)ora ted  businesses.  The  rate  of  indi¬ 
viduals’  net  saving  in  liquid  form — bank  deposits,  savings  and  loan  asso¬ 
ciations,  insurance  p>olicies,  and  government  and  corporate  securities,  less 
net  p)ersonal  borrowing — continued  to  decrease  at  least  through  the  first 


half  of  1948.  This  was  in  accordance  with  the  trend  reported  in  the  January 
and  midyear  reports  for  1948. 

Preliminary  data  on  net  liquid  saving  in  the  third  quarter  of  the  year 
suggest  that  this  downward  trend  may  have  been  checked,  but  show  no 
substantial  reversal  of  the  trend.  There  appeared  to  be  an  increased  flow 
of  funds  into  personal  checking  accounts  and  United  States  savings  bonds 
and  a  smaller  flow  into  corporate  securities  than  had  occurred  earlier  in  the 
year.  The  high  level  of  liquid  saving  in  the  third  quarter  probably  came 
in  part  from  many  consumers  not  spending  the  money  they  received  as  a 
result  of  the  reduction  of  income  taxes. 

Few  recent  data  are  available  on  the  relative  volumes  of  gross  saving  and 
dissaving  by  individuals.  The  most  recent  figures  on  consumer  credit  show 
a  slower  rate  of  expansion  of  installment  credit  last  fall  than  in  the  fall  of 
1947. 

The  use  of  consumer  credit,  greatly  cut  down  during  the  war,  expanded 
rapidly  after  wartime  controls  were  removed  and  when  durable  goods  be¬ 
came  available.  While  the  current  volume  of  consumer  credit — 16  billion 
dollars  at  the  end  of  1948 — is  substantially  larger  than  anything  we  have 
known  before,  nevertheless  in  comparison  with  present  income  and  vol¬ 
ume  of  retail  sales  it  is  lower  than  in  many  prewar  years.  For  example, 
the  amount  of  consumer  credit  outstanding  at  the  end  of  1939  was  nearly 
12  percent  of  consumption  expenditures  during  the  year;  in  1948  it  was  only 
about  9  p)ercent.  (See  app>endix  table  C-23.) 
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1  Nonetheless,  the  great  expansion  in  consumer  credit  after  the  war  unques- 
!  tionably  added  appreciably  to  inflationary  pressure  in  the  economy,  and  it 
I  was  for  this  reason  that  Regulation  W  restricting  its  use  was  reinstated  last 
^  September.  It  is  not  yet  p)ossible  to  determine  to  what  extent  this  reimpo¬ 
sition  of  control  was  responsible  for  the  recent  slowing  of  the  increase  in 
volume  of  consumer  credit.  However,  Regulation  W  probably  has  tended 
to  restrict  additional  instalment  credit  for  certain  purposes,  including  the 
purchase  of  automobiles  and  some  other  durable  goods. 

Outlook  for  consumption  and  saving.  The  limited  and  impjerfect  data 
on  consumer  income,  expenditure,  and  saving  give  an  incomplete  picture. 
They  indicate  that  many  consumers  have  been  spending  less  freely,  especially 
during  the  latter  part  of  1948.  This  appears  to  reflect  three  developments: 
(1)  a  substantial  fulfillment  of  backlog  demands  for  many  goods  that  con¬ 
sumers  had  not  been  able  to  get  during  the  war;  (2)  a  limitation  of  con¬ 
sumption  by  those  for  whom  investment  in  homes  and  in  private  businesses 
has  become  a  more  urgent  use  of  funds;  and  (3)  the  using  up  of  past  savings 
and  feasible  credit  resources  by  pieople  who  have  been  unable  to  make  ends 
meet  during  inflation.  All  three  elements  are  implied,  but  without 
adequate  basis  for  appraising  their  relative  importance. 

Such  a  picture  reinforces  the  concern  expressed  in  previous  reports  that 
we  are  still  far  from  obtaining  the  amount  and  distribution  of  consumer 
income  in  relation  to  the  other  component  parts  of  the  economy  which 
seem  essential  for  balanced  economic  growth. 

Business  investment  and  finance 

The  high  investment  outlays  of  business  during  the  past  two  years  have 
contributed  an  unusually  large  portion  of  the  total  flow  of  spending.  This 
has  been  a  natural  aftermath  of  the  wartime  deferral  of  most  lines  of  facili¬ 
ties  expansion  and  improvement,  accompanied  by  acute  depletion  of  in¬ 
ventories.  To  undertake  this  investment,  business  emerged  from  the  war 
with  large  accumulated  reserves  of  liquid  assets,  elaborate  postwar  plans, 
and  a  relatively  reduced  burden  of  debt  charges. 

In  many  fields,  including  nearly  all  nondurable  goods  lines,  the  expan¬ 
sion  of  capacity  to  catch  up  with  postwar  markets,  the  replenishment  of 
inventories,  and  the  reduction  of  order  backlogs  to  reasonably  normal  pro¬ 
portions  has  now  been  accomplished;  further  investment  will  take  largely 
the  form  of  cost-cutting  improvements  and  new  products.  In  a  few  im¬ 
portant  industries,  expansion  of  facilities  and  inventories  has  still  not  over¬ 
taken  obvious  current  needs. 

Plant  and  equipment  outlays.  Total  nonfarm  business  outlays  on  new 
plant  and  equipment  rose  rapidly  after  the  war  to  reach  an  annual  rate 
of  18.2  billion  dollars  in  the  latter  half  of  1947.  Thereafter  they  increased 
only  slightly,  w'ith  a  seasonal  dip  in  the  first  quarter  of  last  year.  The 


continued  rise  has  been  due  entirely  to  rising  construction  costs  and  equip¬ 
ment  prices;  the  physical  volume  of  such  investment  has  not  quite  main¬ 
tained  its  late  1947  peak.  (See  appendix  table  C-15.) 

A  recent  sample  survey  by  Government  agencies  indicates  that  dollar 
outlays  on  plant  and  equipment  in  the  first  quarter  of  1949  are  expected 
to  run  about  12  percent  below  those  of  the  fourth  quarter  of  1948,  which 
is  roughly  in  line  with  normal  seasonal  behavior.  Compared  with  the 
first  quarter  of  last  year,  planned  outlays  for  the  first  quarter  of  this  year 
are  up  about  5  percent,  which  is  substantially  less  than  the  increase  in 
costs  in  the  interval. 

Plant  and  equipment  outlays  during  and  since  the  war  have  greatly 
expanded  productive  capacity  in  many  industries.  A  survey  by  a  private 
agency  indicates  that  manufacturing  industry  as  a  whole  has  increased  its 
capacity  by  more  than  one  half  since  1939  and  by  perhaps  as  much  as  a 
quarter  since  the  end  of  1945.  To  keep  pace  with  a  nonnal  growth  trend 
in  total  demand,  as  will  be  indicated  in  Part  III,  the  recent  over-all  rate  of 
increase  in  manufacturing  capacity  would  not  need  to  be  maintained  indefi¬ 
nitely.  However,  in  connection  with  two  prominent  areas  of  current  short¬ 
age,  it  should  be  noted  that  electric  utility  generating  capacity  has  increased 
only  about  45  percent  since  1939  and  12  percent  in  the  past  three  years, 
and  steel  furnace  capacity  about  16  percent  since  1939  and  about  3J4  per¬ 
cent  in  the  past  three  years. 

While  there  is  some  indication  of  prospective  softening  of  investment 
in  various  manufacturing  lines,  plans  for  expansion  and  modernization  arc 
still  strong  in  chemicals,  petroleum,  and  metals.  In  some  major  nonmanu¬ 
facturing  lines  also — particularly  utilities  and  transportation — the  program 
of  expansion  and  improvement  is  still  active,  and  the  outlook  is  for  continued 
high  expenditure.  It  is  quite  possible  that  investment  in  utilities  and  trans¬ 
portation  may  rise  still  further,  to  the  extent  that  increases  in  the  supply 
of  steel  and  essential  equipment  items  are  not  absorbed  by  other  private  or 
public  investment  programs. 

The  fact  that  many  expansion  goals  have  been  met  should  not  portend, 
therefore,  an  abrupt  slackening  of  investment.  Higher  materials  and  labor 
costs  and  a  sharpening  of  competitive  pressure  have  provided  powerful 
incentives  for  modernization  programs  designed  to  cut  costs.  Many  business¬ 
men  feel  that  they  must  devote  all  available  funds  to  improvements  of  this 
type  in  order  to  preserve  their  competitive  position 

Business  investment  has  entered  a  phase  in  which  added  investment  will 
be  largely  determined  by  the  effort  to  reduce  costs  and  to  improve  product, 
rather  than  by  the  purpose  to  expand  capacity.  Recent  surveys  in  the 
metal-working  and  other  industries  indicate  that  equipment  is  being  replaced 
only  when  the  replacement  will  pay  off  in  4  or  5  years,  or  in  many  cases  an 
even  shorter  time.  Considerably  longer  pay-off  periods  would  be  consistent 
with  reasonable  investment  incentives. 
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Business  inventories.  Of  the  6.7  billion  dollar  increase  in  value  of  non¬ 
farm  business  inventories  during  1948,  4.1  billion  was  attributable  to  price 
rises.  Adjusting  for  these  rises,  the  physical  increase  during  the  year  was 
only  2.6  billion  dollars,  which  was  registered  largely  in  the  6rst  quarter. 
In  the  second  half,  total  nonfarm  inventories  increased  only  0.8  billion 
dollars  after  allowance  for  price  rises  and  normal  seasonal  variation.  (See 
appendix  tables  C-16,  C-17,  and  C-18  for  additional  inventory  data.) 

In  the  summer  and  fall,  some  accumulation  of  nondurable  products  in¬ 
ventories  in  the  hands  of  both  manufacturers  and  distributors  reflected 
failure  of  sales  to  meet  earlier  expectations.  Inventory  policies  were  cau¬ 
tious,  and  adjustments  were  initiated  fairly  promptly.  Present  inventories 
could  become  burdensome  in  a  period  of  falling  sales. 

The  dollar  value  of  durable-goods  inventories  rose  rather  steadily  through 
the  year.  Restocking  after  wartime  shortages  appears  now  to  have  been 
virtually  completed  except  for  metals  and  some  building  materials. 

Over-all  ratios  of  inventories  to  sales  remained  roughly  constant  in  1948, 
and  there  appears  to  be  no  basis  for  substantial  further  increases.  Any 
general  slackening  of  sales  would  produce  temporary  involuntary  accumu¬ 
lation  followed  by  sloughing  off  of  excess  inventories.  This  occurred  in 
some  sectors  of  business  in  early  1947  and  again  in  1948,  but  has  not  ap¬ 
peared  on  a  general  scale  since  the  war. 

Corporate  financing.  Total  corporate  expenditure  on  plant  and  equip¬ 
ment  and  for  expansion  of  inventories  and  customer  receivables  was  26 
billion  dollars  in  1948,  or  2  billion  dollars  less  than  in  1947.  A  rise  in  plant 
and  equipment  expenditures  was  more  than  offset  by  the  decline  in  funds 
used  to  extend  credit  to  customers,  and  to  finance  additional  investment  in 
inventories.  (See  chart  15  on  page  64  and  appendix  table  C-34.) 

The  major  part  of  capital  funds  in  1948,  as  in  1947,  came  from  internal 
sources,  chiefly  undistributed  profits  and  depreciation  allowances.  Internal 
sources  provided  65  percent  of  corporate  funds  in  1948,  compared  with  53 
percent  in  the  previous  year.  The  rise  in  the  importance  of  internal  financ¬ 
ing  in  1948  was  due  to  a  higher  level  of  corporate  profits  and  a  less-than- 
equivalent  increase  in  dividends.  Corporate  profits  after  taxes  totaled 
about  21  billion  dollars,  15  percent  more  than  in  1947.  During  the  past 
year  corporations  paid  out  36  percent  of  their  profits  in  dividends,  compared 
with  38  percent  in  1947. 

In  external  financing,  security  issues  played  a  more  important  and  bank 
loans  a  less  important  role  than  in  1947.  In  the  first  half  of  1948,  for  the 
first  time  since  the  war,  outstanding  business  bank  loans  declined  slightly; 
and  in  the  second  half  of  the  year,  though  such  loans  showed  a  seasonal  in¬ 
crease,  the  increase  was  much  smaller  than  in  the  corresponding  period  of 
1947.  The  bulk  of  the  new  security  issues  were  bonds;  stock  issues  were 
responsible  for  only  about  19  percent  of  the  total  volume,  compared  with 
30  percent  in  1947. 
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One  reason  for  the  higher  percentage  of  bond  financing  in  1948  was  that 
public  utility  financing  occupied  a  relatively  more  important  position  in  the 
total  volume  of  security  issues.  Companies  in  this  industry  usually  raise  a 
high  proportion  of  their  capital  through  bonds.  Another  important  factor 
in  the  high  proportion  of  debt  financing  in  the  whole  postwar  period,  and 
especially  in  recent  months,  has  been  its  low  cost  relative  to  financing  by 
stock  issues.  The  spread  between  bond  and  stock  yields  was  considerable 
during  the  whole  period  and  has  further  increased  in  recent  months.  An¬ 
other  general  factor  which  has  favored  debt  financing  is  the  tax  advantage; 
interest  payments  are  deductible  expenses  in  computing  taxable  income. 

The  small  amount  of  common  stock  issued  in  recent  years,  compared  with 
the  late  1920’s,  has  given  rise  to  concern  in  some  quarters  that  there  is  a 
serioiis  general  shortage  of  equity  capital.  While  it  is  true  that  outside 
equity  capital  is  difficult  to  obtain  on  terms  as  favorable  as  those  available 
for  loan  capital,  it  does  not  appear  that,  so  long  as  profits  remain  large,  there 
will  be  any  general  lack  of  sufficient  total  equity  capital  for  desirable  levels 
of  business  investment.  Although  detailed  figures  for  the  1920’s  are  not 
available,  preliminary  investigations  show  that  a  markedly  smaller  percent¬ 
age  of  business  capital  needs  has  been  financed  by  debt  in  the  postwar  period 
than  was  the  case  in  the  1920’s. 

Housing.  The  volume  of  residential  construction  accelerated  rapidly 
after  the  war.  (See  appendix  table  C-14.)  From  a  low  of  about  142,000 
in  1944,  the  number  of  permanent  nonfarm  units  started  in  new  structures 
rose  to  an  estimated  925,000  in  1948.  Adding  to  this  the  units  provided 
by  conversions  and  remodeling,  it  appears  that  well  over  a  million  com¬ 
pleted  residential  units  were  added  to  the  housing  supply  in  1948.  The 
provision  of  adequate  plumbing,  heating,  and  other  facilities  and  of  major 
repairs  further  increased  the  availability  of  dwellings  meeting  a  reasonable 
standard  of  comfort. 

In  the  latter  half  of  1948,  however,  there  appeared  a  pronounced  decline 
in  new  housing  starts.  (See  chart  16  on  page  70.)  This  does  not  mean  that 
the  housing  shortage  is  no  longer  acute.  Instead,  as  previous  reports 
clearly  foresaw,  it  reflected  the  approaching  saturation  of  the  housing  market 
related  to  the  demands  of  families  who  can  buy  or  rent  expensive  quarters, 
and  the  inability  of  the  industry  thus  far  to  produce  housing  in  quantity  for 
the  bulk  of  the  population  whose  incomes  are  moderate  or  low.  It  now 
takes  the  average  home  owner  about  one-third  mor'i  of  his  working  time  to 
earn  the  money  to  pay  for  a  comparable  house  than  it  took  before  World 
War  I,  and  about  one-fifth  more  than  in  1925-29.  Neither  food  nor  cloth¬ 
ing  nor  any  of  the  other  necessities  of  life  has  risen  comparably  to  the  cost  of 
building  houses  over  the  past  two  or  three  decades. 

From  the  strictly  economic  viewpoint,  we  cannot  be  complacent  about 
the  rapid  decline  in  housing  starts  on  the  ground  that  the  manpower  and 
other  resources  thereby  released  are  being  absorbed  by  the  other  demands 
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of  the  economy;  for  some  of  these  other  demands  are  temporary  in  char¬ 
acter  and  within  a  few  years  will  need  to  be  supplanted  by  a  much  larger 
volume  of  residential  construction  than  can  be  supported  at  anywhere  near 
present  costs.  In  fact,  if  the  rate  of  decline  in  house  building  continues, 
its  ramifying  effects  could  cause  substantial  unemployment  and  general 
deterioration  in  business  conditions  even  before  the  temporary  factors  in 
postwar  demand  are  reduced. 

The  need  for  a  comprehensive  housing  program  in  its  fundamental  aspects 
is  treated  in  Part  III. 
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International  transactions 

The  only  major  component  of  the  Nation’s  Economic  Budget  which  did 
not  increase  between  1947  and  1948  was  net  foreign  investment;  it  de¬ 
clined  from  8.9  billion  dollars  to  approximately  1.8  billion.  Net  foreign 
investment  represents  the  portion  of  our  excess  of  experts  over  impx)rts  of 
goods  and  services  that  is  financed  by  loans  and  investments  and  by  net 
liquidation  of  foreign  dollar  assets  and  gold.  It  does  not  include  the  pxjrtion 
financed  by  grants,  gifts  and  other  unilateral  transfers  made  by  the  United 
States  Government  and  by  private  citizens.  Part  of  the  drastic  decline  in 
net  foreign  investment  has  resulted  merely  from  a  shift  in  the  form  of 
foreign  aid  from  loans  to  grants,  the  increase  in  which  is  reflected  in  the 
Govemment-goods-and-services  component  of  the  Nation’s  Economic 
Budget. 

Decline  in  the  export  surplus.  To  appraise  the  effect  of  international 
transactions  up>on  the  domestic  economy,  it  is  necessary  to  examine  the 
total  expert  surplus,  which  takes  into  account  government  grants  and 
private  gifts  as  well  as  net  foreign  investment.  The  total  expert  surplus 
fell  from  11.3  billion  dollars  in  1947  to  6.5  billion  in  1948,  a  decline  of 
4.8  billion.  This  decline  began  in  mid- 1947,  after  the  exploit  surplus  had 
reached  an  annual  rate  of  12.5  billion,  and  continued  through  the  autumn 
of  1948,  when  it  was  only  5.2  billion. 

The  4.8  billion  dollar  decline  in  the  expxirt  surplus  was  primarily  the 
result  of  a  3.4  billion  dollar  reduction  in  the  liquidation  of  gold  and  dollar 
assets  by  foreign  countries,  made  necessary  by  the  rapid  depletion  of  these 
assets  in  1947.  Aid  extended  by  the  United  States  Government  also  was 
less  than  in  1947.  Although  the  Europ>ean  Recovery  Program  got  under 
way  during  1948,  aid  extended  under  early  pxMtwar  programs  was  virtually 
exnausted  early  in  the  year.  These  changes  are  shown  in  table  4,  and 
details  of  the  balance  of  international  payments  and  the  foreign  aid  program 
are  shown  in  app>endLx  tables  C-35  and  C-36. 
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Table  4. — Financing  tfu  surplus  of  goods  and  services  supplied  to  foreign  countries 
(Dillions  of  dollars] 


Means  of  financing 


Period 

Surplus  of 
ex{>ortsof 
go^s  and 
services  • 

Oovemment 
aid  (not)  * 

■ 

other  means 
of  flnancing 
(not)  ‘ 

0.5 

■■■ 

0  8 

--0.3 

.7 

1946 . 

7.8 

■MMOl 

2.0 

1947 . 

11.3 

4.5 

1. 1 

1948  • . 

6.6 

4.6 

1. 1 

.8 

Annual  ratee; 

1947:  , 

11.2 

5.2 

4.8 

1.2 

12.5 

8.0 

4.6 

— .  1 

10.  9 

A  R 

3.4 

.7 

10.5 

6.3 

2.3 

1948: 

7.8 

1.2 

1.3 

6  5 

2.6 

.7 

6.2 

.8 

.  1 

Fourth’quarter  * . 

6.6 

.1 

1.2 

i  Includes  income  on  Investments. 

*  Includes  Rrants  and  loan.s,  but  excludes  subscriptions  to  tbe  International  Bank  and  International 
Monetary  Fund.  For  detail,  see  appendix  table  C-30. 

>  includes  net  sales  of  Kold  to  the  United  States  and  net  change  in  foreiftn  dollar  assets  (bank  balance,  claims 
on  the  United  States  Government,  and  long-term  investments).  Excludes  liquidation  of  assets  held  by  tbe 
International  Bank  and  tbe  International  Monetary  Fund. 

<  Includes  private  gifts  and  remittances,  movement  of  United  States  private  capital,  net  dollar  disburse¬ 
ments  by  the  International  Bank  and  the  International  Monetary  Fund,  and  errors  and  omissions. 

*  Estimates  based  on  incomplete  data. 

Source;  Department  of  Commerce. 

The  large  deficits  which  other  countries  were  incurring  in  their  trans¬ 
actions  with  the  Unitied  States  forced  upon  them  trade  policies  designed 
to  curtail  their  dollar  purchases  and  to  increase  their  dollar  exports.  These 
efforts  were  supported  in  many  countries  by  internal  policies  and  develop¬ 
ments.  In  western  Europe,  for  example,  industrial  production  in  the  first 
nine  months  of  1948  was  about  15  percent  higher  than  in  the  corresponding 
period  of  1947,  while  agricultural  production,  which  suffered  so  greatly 
from  unfavorable  weather  in  1947,  was  also  much  higher.  These  increases 
permitted  larger  exports  and  smaller  imports  in  trade  with  the  United 
States.  At  the  same  time,  some  though  not  all  of  the  western  European 
countries  appear  through  their  domestic  monetary  and  fiscal  policies  to 
have  reduced  inflationary  pressures  or  brought  them  under  control.  This 
contributed  to  the  improvement  in  production  most  dramatically  in  the  case 
of  western  Germany,  where  industrial  production  rose  very  rapidly  fol¬ 
lowing  the  monetary  reform  of  June,  1948.  Recovery  progress  may  be 
expected  to  continue  in  the  coming  year,  although  at  a  more  gradual  pace, 
provided  that  foreign  countries  do  not  suffer  from  serious  interruptions 
of  production  and  do  not  have  to  divert  too  large  a  proportion  of  their 
resources  to  meeting  the  requirements  of  national  defense. 

The  decline  in  our  export  surplus  took  the  form  of  a  reduction  between 
1947  and  1948  of  3.0  billion  dollars  in  exports  of  goods  and  services  and  a 
rise  of  1.8  billion  in  imports,  as  the  following  table  shows. 
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Table  5. — Unittd  States  exports  and  imports  of  goods  and  sertnces 
(Billions  of  dollars] 


Period 

Exports  of 
KO<ras  and 
services  ‘ 

Imports  of 
Ko<Ms  and 
services  > 

Surplu.s  of 
exports  of 
good.s  and 
services  • 

4. 1 

3.6 

0.5 

1946 . . 

15.0 

7.2 

7.8 

1947 . 

19.8 

8.5 

11.3 

1948 • . 

16.8 

10.3 

6.5 

Annual  rates: 

1947: 

19.3 

8. 1 

11.2 

21.1 

8.6 

12.5 

19.2 

8.3 

10.8 

19.4 

8.9 

10.5 

1M8; 

17.8 

10. 0 

7.8 

16.9 

10.4 

6.5 

15.9 

10.7 

5.2 

16.6 

10.0 

6.6 

>  Includes  income  on  investments. 
lEstimates  based  on  InoomiMete  data. 

Source;  Department  of  Commerce. 


Merchandise  trade.  Merchandise  exports  fell  18  percent  in  dollar 
volume  and  more  than  20  percent  in  quantity  from  1947  to  1948.  Between 
the  second  quarter  of  1947,  when  this  decline  began,  and  the  third  quarter 
of  1948  the  decline  in  quantity  amounted  to  34  percent.  The  fall  in 
dollar  volume  has  affected  our  shipments  to  all  major  areas  of  the  world, 
although  it  has  been  sharpest  in  the  case  of  eastern  Europe  as  a  result  of  ! 
the  tightening  of  export  controls  in  March  of  last  year.  Despite  the 
initiation  of  the  European  Recovery  Program,  our  exports  to  the  partici¬ 
pating  countries  have  been  a  slightly  lower  proportion  of  total  exports  in  ; 
recent  months  than  they  were  both  before  the  Program  began  and  before  j 
the  war.  I 

The  commodity  impact  of  the  fall  in  exports  has  been  quite  general,  I 
although  uneven.  Foreign  countries  are  restricting  their  purchases  selec¬ 
tively.  Our  exports  of  a  few  important  products,  such  as  wheat,  petroleum 
and  its  products,  agricultural  machinery,  certain  types  of  industrial 
machinery,  and  chemicals  have  been  well  maintained  or  have  actually 
risen,  while  exports  of  coal,  dairy  products  and  animal  fats,  textiles  and 
textile  manufactures  and  rubber  products  have  been  cut  very  drastically. 
Exports  of  steel  mill  products  have  also  fallen  sharply,  in  part  because  of 
more  restrictive  export  controls  imposed  to  alleviate  the  drain  on  the 
American  economy.  (Additional  information  relating  to  merchandise  ex¬ 
ports  is  given  in  appendix  tables  C-19,  C-37,  C-38,  and  C-39.) 

The  reduction  of  the  export  surplus  was  also  furthered  by  a  rise  of  20 
percent  in  the  dollar  volume  of  imports  between  1947  and  1948,  reflecting 
higher  quantities  and  higher  average  prices  in  similar  proportions.  Even 
though  the  physical  quantity  of  goods  imported  into  the  United  States  rose 
in  1948,  it  was  still  only  about  20  percent  above  the  average  import  level 
of  1936-38,  reflecting  substantial  increases  above  prewar  in  imports  of 
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crude  materials  and  semimanufactured  goods,  but  no  increase  in  imports  of 
foods  and  finished  manufactures.  Our  demand  for  some  commodities  from 
abroad  can  now  be  fully  met,  but  our  greatly  enlarged  need  for  many  others 
remains  far  from  satisfied.  Further  increases  are  to  be  exjxicted  and 
welcomed  in  a  prosperous  economy.  (For  additional  information  regarding 
the  source  and  character  of  our  merchandise  imports  see  appendix  tables 
C-40,  CM  1,  and  C-42.) 

European  Recovery  Program.  Last  spring  Congress  provided  5  billion 
dollars  for  the  European  Recovery  Program,  including  a  public  debt  authori¬ 
zation  of  1  billion  dollars.  The  4  billion  dollars  of  appropriated  funds  were 
to  be  used  over  the  15-month  period  ending  June  30,  1949,  unless  the 
President,  after  recommendation  by  the  Administrator  for  Economic  Coop¬ 
eration,  found  it  necessary  to  use  them  in  12  months.  After  a  careful  review 
it  was  decided  in  November  that  this  more  rapid  use  of  the  funds  would  be 
necessary.  By  the  end  of  1948,  after  the  Program  had  been  in  operation  nine 
months,  procurement  of  4  billion  dollars  had  been  authorized.  At  the  out¬ 
set  of  the  program  these  authorizations  were  primarily  for  food  and  agricul¬ 
tural  commodities,  but  the  emphasis  has  been  shifting  away  from  these  com¬ 
modities  toward  an  increasing  proportion  of  industrial  products,  esjjecially 
machinery  and  equipment.  In  the  case  of  certain  products  for  which  the 
domestic  market  situation  is  tight,  a  major  share  of  authorizations  has  been 
for  procurement  outside  the  United  States.  Through  November  1948  such 
“offshore”  procurement  has  constituted  40  percent  of  the  total  for  all  com¬ 
modities  and  much  larger  proportions  for  petroleum  products,  nonferrous 
metals,  fertilizer,  and  some  other  products. 

The  procurement  of  such  commodities  in  other  countries  relieves  the 
United  States  of  the  burden  of  supplying  them.  But  the  exporting  countries 
receive  dollars  in  payment  and,  with  some  exceptions,  they  may  be  expected 
to  spend  those  dollars  in  the  United  States.  To  the  extent  that  they  do, 
offshore  procurement  will  affect  the  distribution  rather  than  the  total 
amount  of  foreign  purchases  in  the  United  States. 

As  shipments  under  the  European  Recovery  Program  increase,  the  decline 
in  United  States  exports  may  be  expected,  on  the  basis  of  existing  programs, 
to  give  way  to  a  rise  from  tlie  levels  reached  in  the  second  half  of  1948.  If 
the  expansion  in  imports  continues,  as  there  is  reason  to  expect,  any  rise  of 
the  export  surplus  will  be  moderate. 

Government  transactions 

Needs  engendered  by  war  and  its  aftermath  of  international  tension 
continued  during  1948  to  overshadow  the  civil  programs  of  government  and 
to  exert  crucial  influence  throughout  the  economy.  It  was  necessary  to 
hold  back  government  programs  urgently  needed  for  p)eacetime  growth  and 
progress,  while  extraordinary  activities  to  meet  world  responsibilities  pro¬ 
longed  and  strengthened  the  general  forces  of  inflation.  The  enlarged 
expenditures  for  national  security  and  foreign  aid  authorized  in  1948  will 
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impinge  in  1949  upon  a  private  economy  still  sensitive  to  inflationary  pres¬ 
sures.  Not  only  will  total  Government  spending  be  rising,  but  its  impact 
in  critical  areas  will  be  intensified. 

The  programs  of  the  Federal  Government,  framed  in  the  light  of  these 
requirements,  are  set  forth  in  detail  in  the  Budget  Message  and  in  various 
other  reports.  This  report  assesses  the  econonuc  impacts  of  these  Federal 
programs  and  of  the  programs  of  State  and  local  governments  insofar  as 
they  can  be  estimated. 

The  best  available  general  measure  of  these  economic  impacts  is  the  vol¬ 
ume  of  current  cash  transactions,  other  than  borrowing,  between  government 
and  public,  without  regard  to  whether  these  transactions  arise  in  connection 
with  the  receipts  and  expenditure  accounts  of  the  regular  Budget  or  in  con¬ 
nection  with  social  security  or  other  trust  accounts  or  whether  they  represent 
cash  payments  of  some  liability  which  accrued  and  was  recorded  as  a  budget 
expenditru^  at  some  previous  date. 

The  total  volume  of  cash  payments  to  the  public  by  Federal,  State,  and 
local  governments  during  1948  amounted  to  52.1  billion  dollars,  or  1.4  billion 
more  than  in  1947  despite  a  tapering  off  of  such  extraordinary  payments  as 
the  cashing  in  of  veterans’  terminal  leave  bonds.  Because  the  reduction 
in  Federal  income  tax  rates  was  offset  by  continuing  inflation  and  by  expand¬ 
ing  State  and  local  revenues,  total  cash  receipts  in  1948  were  about  2  billion 
dollars  higher  than  in  1947  and  the  surplus  of  cash  receipts  over  payments 
increased  from  6.7  to  7.4  billion  dollzus  as  shown  in  Table  6.  Despite  the 
very  high  levels  of  economic  activity  which  prevailed,  progress  in  reducing 
the  Federal  debt  was  seriously  retarded  during  the  latter  part  of  the  year, 
and  the  volume  of  State  and  local  debt  expanded  very  sharply  after  a 
moderate  increase  in  1947.  Thus  while  inflation  continued,  the  restraining 
influence  of  government  fiscal  policy  was  weakened.  (For  further  detail, 
sec  appendix  A.) 


Table  6. — Government  cash  receipts  from  and  payments  to  the  public 
[Billions  of  dollars] 


Receipt  or  payment 

Calendar 
year  1947 

Calendar 
year  1048  > 

Casb  receipts: 

Federal . . . 

44.3 

13.1 

State  and  local . . . 

Total  cash  receipts.. . 

87.4 

Cash  payments: 

Federal _ _ _ _ _ _ _ _ 

38.6 

12.1 

36.9 

18.3 

80.7 

82.1 

Surplus  (+)  or  deficit  (— ): 

+8.7 

+1.0 

■1 

Total,  surplus  (+)  or  deficit  (— ) . . 

+6.7 

+7.4 

1  Estimate  based  on  incomplete  data. 

Note.— Detail  will  not  necessarily  add  to  totals  because  of  rounding. 
Source:  Bee  appendix  A. 
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A  substantial  further  increase  in  cash  payments  is  expected  this  year  and 
next.  Federal  payments  for  national  security  and  foreign  aid  are  still  rising 
under  authorized  programs,  and  we  must  make  some  further  progress  in 
meeting  urgent  needs  in  our  domestic  economy.  In  addition,  payment  of 
accumulated  dividends  on  National  Service  Life  Insurance  policies  will 
result  in  large  disbursements.  Including  the  continued  upward  trend  in 
payments  by  State  and  local  governments,  it  is  expected  that  total  govern¬ 
ment  cash  payments  will  rise  to  perhaps  61  billion  dollars  for  the  calendar 
year  1949,  more  than  9  billion  dollars  higher  than  in  1948. 

Without  additional  Federal  taxation,  such  an  increase  in  cash  payments 
of  Federal,  State,  and  local  governments  during  1949  would  mean  that  the 
cash  surplus  that  amounted  to  7.4  billion  dollars  in  1948  would  be  replaced 
by  a  deficit  this  year.  Such  a  drastic  shift  in  the  net  cash  position  of 
all  government  might  provide  the  stimulus  to  a  fresh  surge  of  inflation. 

Cash  payments  by  the  Federal  Government.  Programs  necessitated  by 
past  wars  and  present  requirements  for  national  security  accounted  for  just 
over  70  percent  of  total  Federal  cash  payments  to  the  public  in  both  1947 
and  1948,  and  this  proportion  may  be  expected  to  increase  somewhat  in 
1949. 

The  total  volume  of  Federal  cash  payments  to  the  public  declined  by 
about  1.7  billion  dollars  between  1947  and  1948.  There  were  substantial 
changes  in  the  amounts  going  to  different  groups  in  the  economy,  with 
corresponding  shifts  in  areas  of  impact  on  the  economy.  As  shown  in  the 
following  table.  Federal  cash  payments  to  individuals  declined  slightly, 
largely  because  of  the  tapering-off  in  the  redemption  of  veterans’  terminal 
leave  bonds,  which  more  than  offset  moderate  increases  in  wages  and 
salaries  and  in  miscellaneous  payments.  The  most  important  changes, 
however,  occurred  in  payments  to  business  and  in  loans  and  other  pay¬ 
ments  to  foreign  countries  and  international  organizations. 


Table  7. — Federal  cash  pe^ents  to  the  public  by  type  oj  recipient 
[Billions  of  dollars,  annual  rates,  seasonally  adjnsted] 


Calendar 

Calendar  year  IMS 

Calendar 

Payments 

year 

1M7 

Total  > 

January- 

June 

July-De- 
cember  ■ 

year 

IMO 

estimate* 

Individuals . . . . . . . 

17.7 

17.1 

17.1 

17.1 

10.4 

Business . . . 

11.  S 

12.6 

11.0 

14.0 

14.7 

International . 

7.4 

6.0 

6.1 

0.1 

7.0 

State  and  local  governments  and  public  agencies . 

Adjustment  for  outstanding  checks  and  telegraphic 

1.8 

1.0 

1.8 

1.0 

Z3 

orders . 

.2 

-.1 

.2 

-.4 

Total  Federal  cash  payments . 

38.0 

30.0 

36.1 

38.7 

44.3 

I  Based  on  incomplete  data. 

'  Based  on  present  and  proposed  legislation. 

Non.— Detail  will  not  necessarily  add  to  totals  because  of  rounding. 
Bource:  Bee  appendix  A. 
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The  total  payments  to  business  increased  by  about  1  billion  dollars 
between  1947  and  1948,  and  are  expected  to  increase  further  by  about  2 
billion  dollars  in  1949.  Most  of  this  increase  is  accounted  for  by  expanding 
payments  in  support  of  national  security,  esf)ecially  for  the  aircraft  pro¬ 
curement  and  the  stockpiling  programs.  This  expansion  may  be  expected 
to  intensify  specific  shortages  in  labor  and  certain  critical  materials.  In¬ 
deed,  rising  metals  prices  already  reflect  in  part  the  effect  of  present  and 
planned  stockpiling. 

Federal  public  works  have  been  held  to  a  low  level.  They  increased  only 
about  14  percent  in  1948  over  1947,  to  a  total  of  1.3  billion  dollars — 
roughly  the  same  dollar  value  as  in  1940  despite  a  doubling  of  construction 
costs.  The  continuation  of  projects  already  under  way  will  require  some 
further  increase  in  1949.  More  widely  dispersed  will  be  the  effect  of 
increases  in  consumer  income  that  will  result  from  disbursements  of  National 
Service  Life  Insurance  dividends  and  proposed  increases  in  social  security 
benefits  and  other  payments  to  individuals. 

Cash  payments  by  State  and  local  governments.  While  a  number  of 
States  have  granted  bonuses  to  veterans  of  World  War  II,  more  of  which 
will  be  paid  during  1949,  the  very  great  proportion  of  the  transactions  of 
State  and  local  governments  are  in  support  of  normal  civilian  programs, 
such  as  education,  community  facilities,  police  and  fire  protection.  Rising 
costs  and  expanding  needs  account  for  the  sharply  rising  trend  of  State 
and  local  expenditures.  The  hiring  of  teachers  and  construction  of  new 
schools  cannot  be  deferred  in  the  face  of  the  currently  large  and  still  grow¬ 
ing  numbers  of  school  children,  nor  can  the  laying  of  streets  and  sewers 
and  the  enlargement  of  water  systems  be  postponed  when  the  new  housing 
developments  requiring  them  are  being  built.  The  need  for  recruiting  new 
staff  while  living  costs  are  rising  has  required  substantial  increases  in  State 
and  local  pay  scales,  and  other  aspects  of  activity  are  suffering  from  the 
impact  of  generally  rising  costs. 

Total  cash  payments  to  the  public  by  State  and  local  governments  in 
1948  were  about  15  billion  dollars,  25  percent  higher  than  in  1947,  and 
a  further  substantial  rise  is  in  prospect  for  1949.  Despite  deliberate  post¬ 
ponements  by  many  States  and  localities  in  the  hope  of  lower  costs,  con¬ 
struction  activities  have  been  rising  at  a  very  rapid  rate  and  will  continue 
to  do  so.  The  dollar  value  of  State  and  local  construction  activities,  which 
expanded  much  more  slowly  than  private  construction  immediately  after 
the  war,  was  more  than  37  percent  higher  in  1948  than  in  1947,  compared 
with  a  little  more  than  30  percent  increase  for  private  construction  and 
only  a  14  percent  increase  in  Federal  construction.  Costs  have  risen  sharply, 
and  the  rise  in  physical  volume  has  been  substantially  less  than  shown  by 
the  dollar  figures.  While  the  number  of  people  on  relief  rolls  has 
remained  relatively  low,  increased  assistance  has  become  essential,  and  in 
many  cases  it  has  been  found  necessary  to  supplement  inadequate  old-age 
umirance  benefits  with  relief  payments. 
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Federal  cash  receipts  from  the  public  and  excess  of  receipts.  Federal 
cash  receipts  from  the  public  (including  receipts  of  trust  accounts) 
increased  in  the  first  half  of  1948  and  declined  in  the  second  half  after  income 
taxes  were  reduced.  Without  new  tax  measures,  the  volume  of  receipts  in 
1949  would  be  about  the  same  as  in  1947. 

There  is,  however,  but  little  comfort  in  the  fact  that  receipts  have  con¬ 
tinued  at  a  rather  stable  high  level  in  spite  of  the  tax  reduction  that  was 
adopted  last  year.  This  has  come  about  only  as  the  result  of  the  inflationary 
rise  in  dollar  incomes,  profits,  and  payrolls.  The  inflationary  rise  in  turn 
was  aggravated  by  the  effects  of  the  tax  reduction. 

In  1948  the  excess  of  cash  receipts  dropped  from  an  annual  rate  of 
12.5  billion  dollars  to  4.0  billion  from  the  first  to  the  second  half  of  the 
year.  With  the  expected  increase  in  Federal  cash  payments  and  without 
new  tax  measures,  Federal  cash  transactions  will  result  in  an  excess  of 
payments  this  year. 
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Table  8. — Federal  cash  receipts  from  and  payments  to  the  public 
(Billions  of  dollars,  annual  rates,  seasonally  adjusted] 


Calendar 

Calendar  year  IMS 

Calendar 

Receipt  or  payment 

year 

1M7 

Total  1 

January- 

June 

July-De- 
oember  > 

IMO  esti¬ 
mate 

44.3 

45.2 

47.6 

42.7 

»43.7 

>44.3 

38.6 

36.0 

36.1 

38.7 

-1-6.7 

+8.3 

+12.6 

-1-4.0 

-.6 

■  Preliminary;  based  on  Incomplete  data. 

*  Receipts  ba^  on  preasnt  tax  legislation  (for  exception  see  appendix  A,  table  A-S,  footnote  3). 

I  Payments  baaed  on  present  and  proposed  legislation. 

Nora.— Detail  will  not  necessarily  add  to  totals  because  of  rounding. 

Source:  See  appendix  A. 

The  question  whether  cash  transactions  will  show  a  small  surplus  or 
deficit  this  year  b  less  important  than  the  fact  that  we  have  lost  the  large 
excess  of  receipts  that  early  last  year  was  one  of  the  main  factors  counter¬ 
acting  inflationary  pressures.  Unless  new  tax  measures  are  adopted,  thb 
fiscal  support  for  an  anti-inflationary  policy  will  disappear. 

State  and  local  cash  receipts.  Cash  receipts  of  State  and  local  govern¬ 
ments  in  1948  continued  their  rising  trend,  in  response  both  to  the  general 
rise  in  national  income  and  to  increases  in  the  rates  of  existing  taxes  and 
the  imposition  of  new  taxes.  A  growing  number  of  States  have  granted 
to  localities  the  authority,  which  has  quickly  been  exercbed,  to  levy  a  wide 
variety  of  new  sales  and  other  taxes  and  fees  for  specific  services.  Local 
governments  have  exerted  great  pressure  on  the  States  to  increase  the 
amounts  of  State  grants,  a  pressure  which  may  be  intensified  in  1949. 
Revenues  from  real  property  taxes,  which,  because  of  stable  valuations  and 
rates,  failed  during  the  war  years  to  rise  in  line  with  growing  prosperity, 
have  since  increased  as  assessments  and  rates  have  been  adjusted  to  expand- 
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ing  local  needs.  This  indicates  that  this  source  of  revenue  is  potentially 
more  productive  than  has  been  widely  assumed. 

State  and  local  borrowing  has  continued  to  increase,  and  at  a  sharply 
increased  rate.  The  general  picture,  particularly  for  local  governments,  is 
of  revenues  inadequate  to  meet  pressing  current  local  needs,  and  larger  cash 
deficits  and  borrowing  may  be  expected  in  1949. 

The  total  cash  receipts  of  State  and  local  governments  during  1948  were 
about  14.3  billion  dollars,  more  than  1  billion  higher  than  in  1947.  The 
cash  deficit  was  nearly  1  billion  dollars.  While  receipts  should  rise  in 
1949,  payments  will  probably  increase  faster,  leading  to  a  somewhat  larger 
deficit. 

Summary:  The  Nation's  Economic  Budget 

The  Nation’s  Economic  Budget  total,  or  the  total  output  of  goods  and 
services  of  the  economy,  has  increased  at  a  fairly  steady  rate  over  the  last 
two  years,  when  measured  in  current  dollars.  Comparing  1947  with  1948, 
this  dollar  value  increased  by  approximately  10  percent.  A  large  gain  in 
physical  production  occurred  from  1946  to  1947,  through  the  elimination  of 
bottlenecks  and  fewer  work  stoppages.  The  gain  from  1947  to  1948  was 
smaller,  about  4  percent,  because  the  economy  had  reached  the  stage  where 
further  increases  in  production  depended  upon  additions  to  the  labor  force 
and  improved  productivity  and  technology.  The  physical  output  of  the 
economy  has  increased  more  slowly  than  the  dollar  values,  as  shown  in  the 
following  table: 


Table  9. — Indexes  of  output 

(1046-1(X)] 

Calendar  year 

Oross 

national 

product 

(current 

prices) 

Physical  production  of 
goods  and  utilities 

Total* 

Excluding 

agriculture 

1947:  total . 

111 

106 

100 

First  half . 

109 

100 

Second  half . . 

113 

0) 

110 

1948:  total . 

121 

112 

113 

First  half . 

118 

113 

Second  half . . . . 

123 

0) 

113 

>  Because  of  the  seasonal  nature  of  agricultural  crop  production,  the  total  index  which  Includes  agricul-  | 
tural  production  has  not  been  oomputM. 

Sources:  Appendix  tables  0-1  and  C-12.  j 


Comparing  1947  with  1948,  business  income  (retained  earnings  and 
additions  to  reserves)  and  gross  private  domestic  investment  showed  the 
largest  percentage  increase;  consumer  incomes  tnd  expenditures  increased 
less;  government  expenditures  remained  at  about  the  same  level;  and  net 
foreign  investments  declined  substantially.  (See  charts  8  and  9  and  table 
10.)  In  fact,  it  is  an  outstanding  characteristic  of  the  present  economy 
that  business  income  and  expenditures  have  increased  more  than  consumer 
income  and  expenditures  since  the  prewar  year  1939, 
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Chart  8. 


THE  NATION'S  ECONOMIC  BUDGET,  1947-1948 

The  Natiorvs  Economic  Budget  dollar  totol  increased  by  9  percent 
from  1947  to  1948.  The  business  account  increased  the  most, 
consumers'  account  moderately,  and  government  account  the 
least.  Net  (foreign  investment  declined. 
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Table  11. — Changis  in  the  Nation's  economic  budget 
(Calendar  years] 


Economic  yroup 

Percentage  change 

1030  to  1048 

1047  to  1048 

Consumers: 

Dtspoaeble  Income  ' . . . 

+171.  a 
+181.9 

+184.0 

+333.3 

+100.0 

+207.3 

+196.0 

+0.7 

+7.3 

+36.0 

+20.7 

-70.8 

+4.0 

+Z8 

Expenditure . 

Businea: 

Retained  eemlnm  . . . 

Private  Investment . . . 

International:  Net  foreign  Investment . 

Oovemment: 

Total:  Gross  national  product . . . 

+183.2 

+11.3 

I  Include*  Oovemment  transfers.  See  table  10. 
Sooroe:  See  appendix  A. 


The  basic  causes  for  the  high  relative  rate  of  business  expenditures  in 
recent  years  were  inherited  from  the  war.  Expansion,  modernization,  and 
repair  of  productive  capacity  were  badly  needed,  business  had  large  liquid 
assets  accumulated  during  the  war,  and  credit  was  easily  available.  In  addi¬ 
tion,  inflation  has  permitted  profits  to  rise  more  than  personal  incomes,  and 
business  has  been  able  to  finance  a  great  deal  of  expansion  out  of  current 
earnings.  Rising  prices  do  not  have  a  depressing  effect  on  investment  if 
business  expects  that  they  may  rise  still  further;  only  when  prices  are 
expected  to  decline  do  they  tend  to  depress  investment.  In  contrast,  rising 
prices  have  been  a  more  effective  brake  on  consumer  demand.  It  is  true 
that  inflation  has  permitted  some  increase  in  the  standard  of  living  of  those 
farmers  and  workers  who  could  increase  the  prices  for  their  products  or 
services  faster  than  the  rise  in  prices  of  the  products  they  purchased.  By 
the  same  token  the  burden  of  inflation  has  fallen  mainly  on  those  consumers 
whose  incomes  have  been  fixed  or  have  lagged  behind.  And  although  busi¬ 
ness,  Government,  consumers,  and  foreign  countries  have  each  absorbed 
some  part  of  the  large  increase  in  production  which  has  taken  place  since 
1939,  the  percentage  increase  for  consumers  has  been  the  smallest. 

During  the  year  1948  the  inflationary  process  continued.  There  was, 
however,  a  considerable  change  in  the  character  of  developments,  as  is 
shown  by  comparing  the  first  and  second  halves  of  the  year.  Business  in¬ 
vestment  no  longer  showed  the  greatest  percentage  gains,  as  it  had  from 
1939  to  1947,  and  from  1947  to  1948  as  a  whole;  Government  payments  now 
showed  the  greatest  relative  increase.  At  the  same  time  Government 
receipts  declined  as  a  result  of  Federal  income  tax  reduction. 

The  consequent  reduction  in  governmental  cash  surpluses  (Federal, 
State,  and  local)  from  a  seasonally  adjusted  annual  rate  of  12  billion  dollars 
in  the  first  half  of  the  year  to  a  little  more  than  3  billion  in  the  second  half 
was  the  most  important  change  in  the  Nation’s  Economic  Budget  during 
1948. 
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THE  NATION'S  ECONOMIC  BUDGET,  1948 


The  Notion's  Economic  Budget  dollor  totol  increosed  by  4  percent 
from  the  1st  holf  to  the  2nd  holt  of  1948.  The  Government 
surplus  declined  shorply  os  receipts  fell  ond  poyments  rose. 
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'  This  rise  in  governmental  payments  and  reduction  in  Federal  taxes,  com¬ 
bined  with  price  and  wage  increases,  added  to  consumer  incomes  and  busi¬ 
ness  earnings.  The  inflationary  impetus  of  these  developments  was  some¬ 
what  mitigated  by  the  fact  that  consumer  expenditures  increased  less  than 
consumer  incomes,  and  business  investment  less  than  business  earnings. 
lAlso,  net  foreign  investment  declined,  partly  because  Federal  grants,  which 
I  arc  recorded  in  the  Government  account,  took  the  place  of  foreign  invest- 
jments.  Thus  the  9-biliion-dollar  drop  in  the  combined  Federal,  State,  and 
1  local  surpluses  was,  as  shown  in  table  10  and  chart  9,  offset  by  an  increase  in 
I  net  saving  and  a  reduction  in  the  excess  of  domestic  and  foreign  invest- 
'raent.  The  new  balance  was  brought  about  only  through  another  turn  in 
I  the  inflationary  spiral.  Most  of  the  gains  obtained  through  increases  in 
I  incomes  and  reduction  of  taxes  were  lost  through  price  increases. 

1  The  analysis  of  the  Nation’s  Ek:onomic  Budget  suggests  two  conclusions. 
It  demonstrates  the  essential  role  that  a  Government  surplus  plays  in  a 
I  period  of  inflationary  pressures  and  the  dangers  that  would  result  if  last 
■  year’s  surplus  should  disappear  entirely  or  be  replaced  by  a  deficit.  Adjust¬ 
ments  that  may  be  needed  to  deal  with  such  a  situation  will  be  discussed  in 
Part  II  of  this  report. 

From  the  longer-run  aspect,  the  most  important  item  is  the  reduction  in 
,  the  role  consumption  has  recently  played  in  the  economy  relative  to  business 
investment  and  Government  expenditures.  Adjustments  which  may  be¬ 
come  necessary  as  the  special  conditions  of  the  postwar  period  gradually 
disappear  will  be  discussed  in  Part  III  of  this  report. 
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II.  Goals  and  Means  of  Approaching 
Them  in  1949 

Basic  Economic  Objectives 

The  Employment  Act  of  1946  stated  the  needs  of  our  economy  admir¬ 
ably  when  it  set  the  objectives  of  “maximum  employment,  production, 
and  purchasing  power.”  In  terms  of  these  objectives,  tlie  immediate  tasks 
that  loom  largest  in  1949  may  conveniently  be  stated. 

Maximum  employment 

It  is  estimated  that  the  labor  force  will  increase  by  nearly  one  millior 
during  1949.  This  increase  will  reflect  not  only  the  increase  in  the  popula¬ 
tion  of  working  age  but  also  the  large  number  of  students  under  the  GI  pro¬ 
gram  who  will  complete  their  training  and  education.  The  civilian  employ¬ 
ment  goal  for  1949  should  include  provision  of  useful  work  opportunities  for 
the  net  increase  in  the  labor  force.  Maximum  employment  means  stcadv 
work  at  customary  hours,  not  work  sharing.  While  some  temporary  fric¬ 
tional  unemployment  is  inevitable  in  a  fluid  economy,  its  volume  should  be 
kept  as  near  as  possible  to  the  present  low  level. 

Maximum  production 

An  increase  in  the  total  production  of  goods  and  services  of  3  to  4  percent, 
or  8  to  10  billion  dollars  measured  in  1948  prices,  should  be  regarded  as  a 
reasonable  objective  for  this  year.  In  agriculture,  the  improvement  ir 
plant  and  the  abundance  of  last  year’s  feed  crops  promise  a  continued  higt 
total  output  with  an  increase  in  livestock  products  which  would  somewhat 
improve  consumption  standards  for  our  people.  On  the  industrial  side, 
about  50  billion  dollars  have  been  invested  in  expansion  and  modernization 
since  the  end  of  the  war.  Hence  the  slight  increase  in  output  per  man-hour 
which  occurred  last  year  should  be  enlarged  upon  this  year.  In  spite  o: 
these  improvements  in  industrial  productivity,  there  will  still  be  several  bot¬ 
tlenecks  where  there  are  persistent  shortages  of  capacity  for  producing 
electric  power  and  critical  materials,  particularly  certain  metals.  Industn 
and  government  should  press  their  efforts  to  overcome  these  shortages. 

Maximum  purchasing  power 

The  basic  concept  underlying  “maximum  purchasing  power”  is  that  th? 
income  generated  by  productive  effort  should  flow  to  groups  and  individual' 
throughout  the  economy  in  a  manner  that  will  provide  adequate  funds  and 
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incentives  for  maximum  production  in  the  factory  and  on  the  farm,  and 
furnish  buying  power  to  consumers  and  business  sufficient  to  take  promptly 
off  the  market  the  goods  available  for  their  use.  Broadly  conceived,  it 
requires  the  balanced  allocation  of  resources  and  manpower  in  accord  with 
the  interests  of  the  economy  as  a  whole.  These  interests  must  include 
support  for  basic  national  policies  such  as  national  defense  and  welfare. 

Since  prices  and  wages  are  the  main  mediums  through  which  purchasing 
power  is  distributed,  price  and  wage  movements  and  relationships  decisively 
affect  the  outlook  for  stable  prosperity.  Most  economic  policies  are  directed 
in  one  way  or  another  toward  this  problem  of  balanced  purchasing  power  in 
order  to  bring  the  pattern  of  production  and  consumption  into  better  align¬ 
ment  so  as  to  attain  economic  stability  at  the  highest  feasible  levels.  In 
addition  to  price  and  wage  adjustments,  there  is  need  for  a  proper  balance 
between  total  money  purchasing  power  and  the  supply  of  goods  if  inflation 
or  deflation  are  to  be  avoided. 

The  goal  for  1949  should  be  to  make  as  much  progress  as  we  can  within 
one  year  toward  achieving  adjustments  which  will  maintain  purchasing 
power  on  a  stable  basis. 

Needed  Adjustments 

Fulfillment  of  our  1949  goals  for  maximum  employment,  production,  and 
purchasing  power  will  not  come  by  chance.  It  will  require  wise  economic 
adjustments,  toward  which  some  progress  was  made  during  1948.  Yet 
much  remains  to  be  done.  There  are  seven  areas  of  adjustment  which  seem 
to  us  of  signal  importance. 

Fiscal  policy 

The  large  excess  of  cash  revenues  over  expenditures,  running  at  an  annual 
rate  of  more  than  1 2  billion  dollars  in  the  first  half  of  last  year,  was  the  main 
bulwark  of  our  anti-inflationary  policy.  The  review  of  Government 
transactions  in  Part  I  indicates  that  this  surplus  will  disappear  and 
change  into  a  deficit  unless  new  tax  legislation  is  adopted.  It  is  well-nigh 
axiomatic  that  the  Government  should  operate  at  a  substantial  surplus 
during  a  period  of  unparalleled  prosjierity  when  inflationary  pressures 
persist.  This  is  essential  not  only  to  deal  sensibly  with  the  current  situation, 
but  also  to  permit  fiscal  policy  to  be  reversed  if  recessionary  trends  should 
later  develop  which  might  call  both  for  tax  reductions  to  stimulate  business 
and  markets  and  for  additional  public  expenditure. 

On  general  economic  grounds,  tax  measures  should  be  devised  to  result 
in  an  increase  of  at  least  4  billion  dollars.  However,  the  range  of  prime 
considerations  in  matters  of  tax  psolicy  extends  so  far  beyond  purely  eco¬ 
nomic  analysis  that  ultimate  decisions  must  be  made  within  that  wider 
perspective. 

In  formulating  a  tax  program  for  1949,  the  following  principles  seem 
paramount:  The  additional  tax  measures  should  (a)  provide  a  budgetary 
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With  respect  to  taxes  on  corporate  profits,  there  are  some  arguments  for 
an  excess-profits  tax  and  others  for  an  increase  in  the  regular  corporate  tax 
rates.  The  excess-profits  tax  has  these  advantages:  It  is  sensitive  to  changes 
in  business  conditions,  and  therefore  will  rapidly  reduce  its  demands  on 
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taxpayers  in  the  event  of  a  recession;  it  is  difficult  to  shift  to  the  consumer;  it 
reduces  incentives  to  increase  prices;  it  may  reduce  the  pressure  for  increases 
in  wages  of  a  kind  that  would  be  inflationary.  An  increase  in  regular 
corporation  rates  has  certain  advantages,  provided  the  increase  is  moderate; 
it  has  administrative  simplicity;  it  avoids  the  high  marginal  rate  that  would 
exist  in  some  concerns  under  an  excess-profits  tax  and  that  might  lead  to  a 
relaxation  of  managerial  efficiency;  it  avoids  some  of  the  inequities  which 
might  result  under  the  excess-profits  tax.  In  any  event,  the  noneconomic 
elements  involved  in  the  choice  between  these  two  types  of  taxes  or  in  a 
combination  of  the  two  make  it  clear  that  the  decision  should  rest  on  the 
broadest  grounds  of  policy. 

Under  present  conditions  increases  in  the  tax  on  p)ersonal  incomes 
should  be  limited  to  the  middle  and  upper  brackets,  primarily  on  grounds  ■ 
of  equity.  However,  a  further  substantial  increase  in  defense  and  military  J 
aid  budgets  would  call  for  an  increase  in  personal  income  taxes  in  all  I 
brackets. 

With  respect  to  estate  and  gift  taxes,  these  taxes  can  be  more  easily  | 
administered  than  an  income  tax  with  very  high  marginal  rates,  and  such  I 
taxes  have  the  minimum  adverse  economic  effects.  1 

Cash  receipts  could  be  increased  further  by  advancing  the  date  of  the  i 
statutory  increase  in  pay-roll  taxes.  Early  expansion  in  the  social  security 
program  would  strengthen  anti-inflationary  factors  now  and  provide  for 
additional  purchasing  power  cushions  later. 

Credit  policy 

In  addition  to  the  use  of  fiscal  policy,  it  is  necessary  that  monetary  author¬ 
ities  at  all  times  be  in  position  to  carry  out  their  traditional  function  of  i 
exerting  effective  restraint  upon  excessive  credit  expansion  in  an  inflation¬ 
ary  period  and  conversely  of  easing  credit  conditions  in  a  time  of  deflationary  i 
pressures. 

In  view  of  the  problem  of  managing  our  huge  war  debt,  the  Federal  i 
Reserve  Board  has  only  limited  power  to  curb  effectively  any  substantial 
pressure  towards  credit  expansion.  Maintaining  a  stable  and  orderly  mar¬ 
ket  for  Government  securities  means,  in  effect,  that  the  Reserve  banks  must 
purchase  long-time  marketable  Government  securities  offered  for  sale  by 
bank  and  nonbank  holders  and  not  taken  by  other  investors.  These  Fed-  ! 
eral  Reserve  purchases  create  an  equivalent  quantity  of  bank  reserves  upon  | 
which  a  multiple  expansion  of  credit  can  be  based.  Without  power  to  im-  1 
mobilize  these  reserves,  the  Board’s  ability  to  restrain  credit  creation  is  I 
severely  limited  since  commercial  banks,  insurance  companies,  and  mutual 
savings  banks  still  hold  Government  securities  in  an  amount  of  95  billion 
dollars,  and  individuals  and  corporations  also  hold  large  amounts,  which 
could  be  readily  transformed  into  bank  reserves.  f 
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Whether  or  not  we  are  likely  to  be  involved  in  a  serious  embarrassment 
on  this  score  depends  on  the  strength  of  the  basic  inflationary  forces  during 
the  coming  year,  and  on  the  measures  taken  to  limit  their  impact.  The 
forces  of  inflation  may  be  activated  by  the  requirements  of  Federal  expend¬ 
iture  to  meet  our  responsibilities  in  international  affairs,  and  the  Govern¬ 
ment  in  that  situation  would  need  the  power  to  meet  the  serious  problem 
arising  out  of  our  dual  objective  of  maintaining  a  stable  and  orderly  market 
for  Government  securities  and  at  the  same  time  attempting  to  prevent  an 
excessive  credit  expansion. 

Such  action  as  is  consistent  with  the  debt  management  p)olicy  includes 
( 1 )  raising  rates  on  short-term  Government  securities  in  order  to  make  them 
more  attractive  to  bank  and  nonbank  holders  and  in  order  to  raise  the  price 
of  short-term  money  generally,  (2)  raising  the  discount  rate,  and  (3) 
increasing  reserve  requirements. 


Chart  12. 


SECURITY  YIELDS  AND  MONEY  RATES 

Since  the  end  of  the  wor  security  yields  ond  money  rotes  hove 
remoined  ot  a  low  level,  but  hove  increased  moderotely  in  1948. 
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SOURCES  TREASURY  OCPARTMENT,  MOODY'S  INVESTORS  SERVICE,  AND  BOARD  OP  GOVERNORS  OP 
THE  federal  reserve  SYSTEM  (EXCEPT  4lh  QUARTER  OF  1948). 


Rates  on  Government  short-term  securities  were  raised  in  July  1947  and 
August  1948,  bringing  the  yield  on  Treasury  certificates  from  about  ^  to  | 
1J4  percent.  The  immediate  effect  was  a  pronounced  rise  in  short-term  | 
interest  rates  generally  and  a  moderate  rise  in  corporate  bond  yields.  These  * 
actions  in  conjunction  with  developing  conditions  had  some  deterrent  effect  | 
on  the  willingness  of  bankers  to  lend  and  on  the  demand  for  funds.  Al- 1 
though  a  much  more  pronounced  rise  in  short-term  rates  than  has  occurred  | 
in  the  past  might  be  somewhat  more  effective  in  deterring  credit  expansion,  | 
there  are  limitations  on  the  possibilities  of  exerting  effective  restraint  I 
through  such  action.  * 

The  discount  rate  was  raised  from  1  to  1*4  percent  in  January  1948.  I 
and  from  1J4  to  1J4  percent  in  August.  Under  prevailing  conditions,  this  ; 
action  also  can  have  but  limited  effectiveness,  since  with  their  enormous  | 
holdings  of  Government  securities  most  banks  can  readily  obtain  any  needed  | 
funds  by  selling  securities  rather  than  by  borrowing  from  the  Reserve  banks,  p 
At  the  present  time  the  Board’s  power  to  increase  bank  reserves  is  limited  | 
to  an  increase  of  2  percentage  points  against  demand  deposits  for  all  member  | 
banks  and  2  additional  percentage  points  against  demand  deposits  for  cen¬ 
tral  reserve  city  banks.  Under  the  temporary  authority  granted  by  the  Con-  | 
gress  in  August  1948,  which  expires  June  30,  1949,  the  Board  had  power  | 
to  raise  reserves  against  demand  deposits  by  4  percentage  points  and  against 
time  deposits  by  1^4  points.  Raising  requirements  by  the  last  two  per¬ 
centage  points  allowed  under  temporary  authority  would  increase  total  ? 
reserves  that  banks  have  to  keep  against  deposits  by  about  1  yi  billion  dollars. 
Though  this  might  help  to  restrain  credit  expansion  by  placing  banks  under  ? 
pressure  to  obtain  additional  reserves  or  by  absorbing  any  additional  reserves 
that  banks  may  obtain  from  gold  imports  or  Federal  Reserve  purchases  of 
United  States  securities,  it  could  not  have  much  effect  considering  the  | 
ability  of  the  banks  to  obtain  additional  reserves.  The  lapse  of  the  present  ' 
temporary  authority  would  add  several  billion  dollars  to  their  reserves.  j 
One  proposed  method  to  restore  the  power  of  the  Reserve  System  to  | 
influence  the  volume  of  bank  credit  is  to  give  up  our  aim  of  maintaining  a 
stable  and  orderly  market  for  Government  securities.  The  immediate 
impact  of  such  a  step,  however,  is  highly  uncertain.  Indeed,  it  is  entirely 
conceivable  that,  in  some  circumstances,  the  unsettling  of  financial  markets 
following  complete  removal  of  the  peg  would  contribute  to  a  serious  busi¬ 
ness  downturn.  Another  method  might  be  the  continuance  of  support  but 
at  a  lower  level,  in  the  hope  that  this  would  discourage  existing  holden 
from  selling,  or  bring  new  buyers  into  the  market  to  take  advantage  of 
higher  yields.  There  is  no  promise  that  such  a  policy  would  provide  a 
definite  solution  to  the  problem.  A  moderate  reduction  of  the  peg  might 
create  the  expectation  of  a  further  reduction  and  increase  the  volume  of 
purchases  required  to  support  the  market  Or,  if  the  inflationary  pressures 
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were  substantial,  the  only  effect  might  be  a  general  rise  in  the  structure  of 
interest  rates,  with  the  Federal  Reserve  banks  obliged  to  continue  a  sizeable 
volume  of  support  purchases  at  the  lower  peg. 

The  stability  of  the  Government  bond  market  has  been  a  significant  ele¬ 
ment  in  the  smooth  postwar  reconversion.  This  stability  has  contributed 
to  the  underlying  strength  of  the  financial  structure  of  the  country.  It 
would  be  a  serious  error  to  introduce  new  elements  of  uncertainty  and 
possible  financial  disburbances  which  would  follow  a  change  of  the  policy 
with  respect  to  the  support  of  bond  prices. 

A  constructive  approach  would  be  the  granting  of  additional  powers  to 
the  Federal  Reserve  Board  to  vary  the  level  of  reserve  requirements.  Thb, 
together  with  use  of  other  powers  available  to  the  System,  would  provide  a 
flexible  mechanism  of  credit  restraint  under  current  monetary  conditions. 
The  process  would  be  more  effective  if  applied  to  all  banks  insured  by  the 
Federal  Deposit  Insurance  Corporation. 

Authority  for  the  regulation  of  consumer  instalment  credit  expires  on 
June  30,  1949.  This  authority  has  had  gradually  increasing  influence  in 


checking  credit  extension  of  an  inflationary  character.  To  abandon  this 
restraining  influence  at  this  time  would  increase  our  vulnerability  to 
I'  inflationary  strain. 

i  Voluntary  adjustments  in  prices  and  wages 

Since  the  end  of  the  war  we  have  been  faced  with  an  inflationary  spiral 
of  prices  and  wages  which  at  times  has  appeared  to  be  burning  itself  out, 
only  to  flame  up  again  under  the  impetus  of  new  factors.  At  the  moment 
we  are  witnessing  a  welcome  abatement  of  inflationary  pressures  in  sub¬ 
stantial  parts  of  the  economy,  while  other  areas  are  still  subject  to  strong 
inflationary  pressures.  Much  as  we  may  hope  that  the  present  relaxations 
of  inflationary  pressures  will  continue  and  spread  to  the  rest  of  the  economy, 
it  would  be  foolhardy  to  count  on  it.  This  is  no  time  to  relax  our  vigilance 
against  the  dangers  of  a  possible  spurt  in  the  inflationary  spiral.  We  need 
to  be  prepared  to  deal  with  that  possibility  as  well  as  to  make  the  adjust¬ 
ments  required  when  markets  weaken. 

An  essential  part  of  the  process  of  adjustment  depends  upon  the  voluntary 
behavior  of  business,  labor,  and  other  groups.  Indeed,  it  is  upon  the  volim- 
tary  pursuit  of  sound  economic  policies  that  we  rely  mainly  for  the  strength 
and  progress  of  our  economy.  The  forces  of  competition,  however,  are 
never  wholly  adequate  to  bring  about  all  the  adjustments  required.  In  a 
full-employment  economy  beset  by  inflationary  pressures,  and  vexed  by  in¬ 
ternational  as  well  as  domestic  complications,  the  need  is  greater  than  ever 
for  restraint  and  foresight,  for  appreciation  of  the  interests  of  the  whole 
economy  and  of  how  its  various  sectors  interact  upon  one  another. 

Price  adjustments.  It  is  the  natural  inclination  of  businessmen  to  gain 
•  whatever  profits  they  can.  Profits  in  fact  are  the  central  and  legitimate 
purpose  of  their  undertaking.  In  an  inflationary  period,  higher  costs,  actual 


or  anticipated,  impel  them  to  protect  themselves  by  higher  prices.  And  theii 
apprehension  of  a  possible  recession  at  some  later  date  may  impel  them  to 
make  hay  while  the  sun  shines  and  to  make  maximum  improvement  in  their 
financial  and  physical  position  while  profits  are  high. 

At  the  same  time,  the  case  for  a  moderate  and  restrained  price  poliq 
rests  on  the  law  of  self-preservation,  once  the  conditions  of  self-preservation 
are  fully  perceived.  For  businessmen  know  that  maximum  profits  in  the 
long  run  depend  upon  sustained  prosperity.  They  know,  too,  that  this 
prosperity  is  endangered  when  prices  are  pushed  so  high  or  needed  adjust¬ 
ments  so  long  delayed  as  to  culminate  in  a  choice  between  the  equally  un¬ 
desirable  alternatives  of  slashing  prices  too  rapidly  or  attempting  to  meet  a 
softening  of  demand  through  cutbacks  in  employment  and  production.  The 
hope  that  businessmen  actually  will  set  their  prices  below  the  highest  levels 
that  a  lush  market  will  temporarily  sustain  is  supported  by  the  fact  that 
many  of  them  have  already  done  so. 

The  postw'ar  level  of  demand  has  been  compounded  of  many  factors :  the 
reconversion  needs  of  business,  the  extraordinary  character  of  some  govern¬ 
ment  programs,  the  use  of  wartime  savings,  and  generally  high  levels  of 
income.  Wise  management  recognizes  that  prices  geared  to  such  a  com¬ 
pound  demand  cannot  be  maintained  when  the  temporary  elements  disap¬ 
pear.  The  great  danger  in  a  situation  of  this  sort  is  that  management, 
feeling  a  decline  in  the  pressure  of  demand,  will  respond  by  lowering  the 
rate  of  production  rather  than  by  attempting  to  maintain  it  by  making 
downward  adjustments  in  prices. 

Recent  price  trends  have  been  running  in  two  directions.  For  a  con¬ 
siderable  range  of  commodities,  they  have  been  moving  downward  or 
leveling  out.  For  another  range  of  commodities,  the  demand  continues 
very  strong  in  relation  to  the  supply,  and  upward  pressure  on  prices  still 
continues.  These  divergent  trends  indicate  an  over-all  market  situation 
w'hich  makes  it  more  risky  than  a  year  ago  to  cling  shortsightedly  or  obsti¬ 
nately  to  prices  beyond  those  yielding  a  reasonable  return.  Increasingly, 
month  by  month,  there  is  need  for  discernment  and  discrimination  in 
pricing  policy. 

In  those  industrial  areas  in  which  supply  has  caught  up  with  demand,  or 
even  exceeded  it  at  present  price  levels,  downward  price  adjustments  to 
maintain  a  high  level  of  production  become  essential.  Moreover,  where 
price  cuts  are  made  at  initial  stages  of  production,  they  should  be  passed 
through  promptly  at  subsequent  stages  of  production  and  distribution  so  as 
to  pass  the  price  benefits  on  to  the  consumer. 

The  discriminating  and  prudent  price  adjustments  which  we  have  been 
discussing  w’ould  reinvigorate  demand  where  it  may  lag  and  would  help  to 
sustain  continuous  maximum  production.  They  would  assist  the  market  in 
avoiding  the  drastic  general  slashes  in  prices  which  would  mark  the  advent 
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of  a  serious  recession  or  depression.  We  should  not  expect  the  process  of 
price  adjustment  to  bring  us  back  to  the  preinflationary  price  level,  since 
incomes,  costs,  and  prices  have  become  interrelated  at  a  higher  level  of 
prices. 

It  does  not  lie  within  the  scope  of  this  Report  to  point  to  exactly  what 
individual  price  adjustments  are  required.  But  the  enunciation  of  the 
principle  is  worthwhile  even  though  its  specific  application  must  be  left  to 
those  on  the  scene  of  action. 

fVage  adjustments.  Labor’s  interest  in  the  maintenance  of  stable  pros¬ 
perity  transcends  even  that  of  management,  because  while  profits  may  fall 
more  than  wages  in  a  period  of  depression,  workers  and  their  families  bear 
the  real  brunt  of  hard  times.  Pushing  for  the  highest  possible  wage  ad¬ 
vance  is  dangerous  to  the  economy  in  a  period  when  that  advance  necessi¬ 
tates  even  higher  prices.  It  is  more  dangerous  if  this  course  is  followed 
when  rising  labor  costs  lead  to  reduction  in  employment.  Wage  advances 
that  contribute  to  inflation  are  undesirable;  but  wage  advances  that  may 
contribute  to  serious  deflation  are  more  so.  With  the  balance  between 
inflation  and  deflation  more  closely  drawn  than  it  was  a  year  ago,  a  re¬ 
strained  wage  policy  is  now  even  more  urgent  in  the  interest  of  labor  as 
well  as  management. 

This  admonition  should  not  lead  to  the  assumption  that  wage  principles 
and  profit  principles  arc  identical.  Profits  become  unreasonable  when  they 
yield  more  than  the  amounts  which  support  adequate  incentives  for  pro¬ 
duction  and  growth;  but  there  is  no  upper  limit  to  wages  in  exactly  that 
sense.  Certainly  an  objective  of  the  American  economy  is  to  provide  con¬ 
stantly  higher  real  wages  and  a  constantly  improving  standard  of  living 
as  rapidly  as  our  resources  will  permit.  Money  wages  may,  however,  be¬ 
come  too  high  when  they  run  ahead  of  the  supply  of  goods  so  that  they 
lead  only  to  more  inflation  instead  of  more  consumer  enjoyment;  or  when 
they  attempt  to  yield  to  a  particular  group  a  larger  share  of  the  national 
output  than  can  be  theirs  without  undue  deprivation  of  others;  or  when 
they  induce  unemployment. 

There  is,  however,  sound  ground  for  wage  increases  which  are  in  line 
with  productivity  trends.  Further,  substantial  wage  increases  are  still  called 
for  in  a  number  of  instances  where  wages  are  substandard.  The  postwar 
inflation  has  led  to  a  permanently  higher  level  of  prices  (though  not  neces¬ 
sarily  as  high  as  the  present  level),  and  it  would  be  intolerable  to  leave  its 
worst  victims  without  relief.  The  adjustments  required  for  this  purpose 
would  not  interfere  with  the  movement  of  the  economy  toward  greater 
stability,  but  would  in  fact  contribute  toward  stability  in  the  long  run. 

It  should  be  emphasized  that  the  above  discussion  of  wages  is  related  to 
a  broad  anti-inflation  program  and  is  based  on  the  assumption  that  other 
Government  and  business  policies  will  effectively  contribute  to  stabilizing 
the  cost  of  living. 
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Treatment  of  critical  shortages  and  capacity  expansion 

While  the  supply  situation  relative  to  demand  has  greatly  improved  in 
most  segments  of  the  economy,  this  is  not  the  case  in  a  number  of  highly 
important  areas.  There  are  serious  deficiencies  of  supply  in  the  case  of 
lead,  copper,  and  a  few  other  materials  which  are  of  vital  importance  to  the 
defense  plans  of  the  country.  These  shortages  appear  likely  to  persist  for 
some  time  under  circumstances  of  maximum  employment  and  production 
throughout  the  economy.  Steel  has  presented  the  outstanding  shortage 
problem  since  the  war,  and  would  present  grave  danger  in  case  of  the  need 
for  a  much  enlarged  defense  program.  It  is,  therefore,  necessary  to  give 
special  attention  to  policies  which  may  be  needed  in  these  fields. 

Expansion  of  capacity  and  production.  Under  developmental  contracts 
in  connection  with  the  stockpiling  program,  substantial  progress  is  expected 
to  be  made  toward  overcoming  some  critical  deficiencies  of  supply.  But 
this  attack  upon  the  problem  alone  is  tex)  restricted.  There  is  need  to 
determine  the  extent  to  which  serious  shortages  will  persist  for  essential 
products  and  to  determine  what  special  measures  may  be  needed  to  stimulate 
the  increase  of  capacity  and  production.  While  accelerated  expansion  in 
bottleneck  areas  would  require  materials  already  in  critically  short  supply, 
this  effort  on  a  selective  basis  can  and  should  move  forward. 

Voluntary  allocation  agreements.  The  shortage  situation  led  to  the 
enactment  of  Public  Law  395  authorizing  the  President  to  approve  voluntary 
agreements  which  he  finds  will  “aid  in  stabilizing  the  economy  of  the  United 
States  *  *  *  in  curbing  inflationary  tendencies,  to  promote  the  orderly 
and  equitable  distribution  of  goods  and  facilities,  and  to  aid  in  preventing 
maldistribution  of  goods  and  facilities  which  basically  affect  the  cost  of 
living  or  industrial  production.”  The  allocations  under  this  law  have  been 
confined  to  steel,  pig  iron,  and  petroleum.  In  addition,  the  National  Mili¬ 
tary  Establishment,  in  fulfilling  the  stockpiling  objectives  for  critical  and 
strategic  materials,  has  recently  made  an  informal  arrangement  with  the 
copper  industry  to  furnish  several  thousand  tons  of  copper  each  month,  and 
is  discussing  similar  arrangements  with  other  industries. 

There  can  be  no  doubt  that,  even  with  thb  limited  application,  the  volun¬ 
tary  cooperative  efforts  between  business  and  Government  have  produced 
important  results  in  directing  scarce  commodities  to  their  more  essential 
uses.  However,  as  the  proportion  of  a  scarce  commodity  which  is  allocated 
increases,  orderly  distribution  to  the  priority  programs  tends  to  be  at  the 
expense  of  the  rest  of  the  economy  and  strong  inflationary  pressures  tend 
to  appear. 

Selective  controls 

The  easing  of  demand  in  some  sectors  of  the  economy  cannot  hide  the 
fact  that  for  other  commodities  inflationary  forces  are  still  strong  and 
may  increase.  The  existence  of  serious  shortages  of  supply,  which  interfere 
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with  essential  programs  and  which  continue  inflationary  pressures,  has  been 
noted  at  earlier  points.  This  problem  will  present  itself  in  a  more  acute 
form  if  it  should  become  necessary  to  withdraw  substantial  minor  fractions 
of  essential  materials  from  the  civilian  market  as  a  priority  for  security  pro¬ 
grams.  There  is  some  prospect  that  the  problems  which  these  shortages 
present  can  be  met  by  improvement  in  the  supply  situation  and  by  the  use  of 
voluntary  allocation  agreements.  This  would  be  the  most  satisfactory 
solution.  But  attention  should  be  given  to  the  possibility  that  the  utiliza¬ 
tion  of  mandatory  allocation  controls  might  be  called  for  on  short  notice  at 
points  where  the  present  voluntary  programs  are  found  inadequate.  Since 
the  shortages  also  carry  the  threat  of  serious  further  price  inflation,  selective 
price  controls  also  call  for  consideration. 

The  authorization  of  selective  allocations  and  price  controls  would  not 
need  to  rest  upon  the  conviction  that  they  would  have  to  be  used.  It  would 
rest,  instead,  upon  the  proposition  that  the  Government  should  be  provided 
with  the  weapons  which  may  be  needed  in  the  carrying  out  of  public  pro¬ 
grams  and  in  the  battle  against  inflation. 

Rent  control 

The  extreme  housing  shortage  has  caused  us  to  continue  rent  control  long 
after  other  wartime  controls  have  been  dropped.  Continuation  of  these 
controls  has  held  down  one  important  item  in  the  cost  of  living  in  the  midst 
of  general  inflation.  They  are  not  rigid,  however,  since  they  do  not  apply  to 
new  housing,  and  the  Housing  Expediter  has  substantial  power  to  permit 
increases  to  allow  for  landlords’  expenditures  on  improvements  or  to  grant 
relief  in  cases  of  demonstrable  hardship. 

It  is  true  that  those  who  own  property  subject  to  rent  control  have  earned 
less  profit  than  those  who  have  sold  commodities  in  short  supply  not  subject 
to  control,  but  the  vacancy  ratio  in  most  rental  properties  is  still  so  low 
that  incomes  of  landlords,  in  spite  of  increases  in  cost,  are  as  good  as,  or 
better  than,  earnings  before  the  war.  In  addition,  removal  of  rent  control 
would  bear  most  heavily  on  families  with  fixed  incomes.  At  this  juncture, 
it  would  also  quite  possibly  stiffen  demands  for  wage  increases.  Reasons 
for  extending  this  control  outweigh  reasons  for  terminating  it.  If  extended 
for  a  year  or  two,  we  might  hope  that  return  to  free  market  conditions  could 
be  effected  at  a  time  when  other  items  in  tiie  cost  of  living  had  eased. 

Farm  price  supports 

Long-range  farm  price  support  policies  and  programs  are  being  widely 
discussed.  The  immediate  concern  over  them  stems  partly  from  the  drop 
in  farm  prices  (see  appendix  table  C-22)  and  farmers’  net  incomes  during 
1948,  partly  from  the  asscxriated  expansion  of  Government  loan  and  pur¬ 
chase  operations,  and  partly  from  certain  adjustments  in  support  levels, 
provided  in  the  Agricultural  Act  of  1948,  to  take  effect  on  January  1,  1950. 

The  current  concern  with  price-support  measures  should  not  blind  us  to 
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the  fact  that  they  are  only  a  part — although  an  important  part — of  a  broad 
agricultural  program.  Three  criteria  for  a  sound  farm  price  support  pro¬ 
gram  are  relevant  within  the  framework  of  an  economy  seeking  to  operate 
continuously  at  maximum  levels  of  employment,  production,  and  purchas¬ 
ing  power.  First,  the  program  must  contribute  to  maintaining  adequate 
levels  of  farm  income.  Second,  it  must  simultaneously  promote  sound  price 
relationships  among  individual  farm  products  and  between  agricultural  and 
industrial  prices.  And  third,  it  must  be  implemented  with  a  variety  of 
measures  adequate  to  give  real  effect  to  the  support  commitments  that  are 
made. 

Farm  income,  to  be  adequate,  must  suffice — and  must  be  sufficiently 
assured — to  encourage  farmers  to  continue  a  high  level  of  production  com¬ 
mensurate  with  the  Nation’s  needs.  Furthermore,  it  must  enable  farmen 
while  doing  this  to  maintain  the  fertility  of  their  farms,  and  in  general 
must  justify  the  continuing  investment  in  farm  plant  necessary  for  achieving 
our  longer-range  production  objectives.  Finally,  farm  incomes  must  provide 
farmers  the  purchasing  power  to  share  fully  as  consumers  in  the  output  of  a 
maximum-production  economy. 

Intercommodity  price  relationships  must  be  kept  consistent  with  basic 
trends  in  demand  and  supply  conditions.  To  the  maximum  extent  pos¬ 
sible,  parity-price  relationships  and  support-price  programs  should  encour¬ 
age  shifts  to  those  commodities  that  are  most  wanted.  Rigid  systems  of 
support,  in  violation  of  this  principle,  can  only  lead  to  rigid  systems  for 
restricting  output  that  violate  our  tenets  of  economic  freedom,  that  work 
against  our  objectives  of  maximum  production,  and  that  in  the  end  take 
away  from  farmers*  incomes  through  decreased  volume  as  much  as,  or  more 
than,  they  add  through  increased  prices. 

The  Agricultural  Act  of  1948  represents  an  important  step  forward  in 
recognizing  the  difficulties  associated  with  over-rigid  supports.  But  while 
retaining  this  essential  improvement,  the  precise  formulas  for  adjustments 
in  support  levels,  including  standards  for  discretionary  action,  need  careful 
review  and  further  testing  against  the  criteria  both  of  adequate  farm  income 
and  of  adaptability  to  meet  specific  commodity  situations. 

A  grave  defect  in  recent  agricultural  legislation  is  its  failure  adequately 
to  implement  the  declared  support  intentions  with  concrete  measures  for 
making  supports  effective.  It  denies  authority  for  the  Commodity  Credit 
Corporation  to  provide  necessary  storage  facilities.  Methods  of  assigning 
acreage  allotments  for  basic  crops  likewise  need  the  most  careful  examina¬ 
tion.  There  is  danger  that  the  rigidity  of  present  methods  may  in  some 
cases  hinder  farmers  from  making  needed  adjustments  in  production  that 
the  support  programs  should  encourage. 

From  a  broader  standpoint,  if  price  supports  are  to  fulfill  their  proper 
role  of  encouraging  the  adjustment  of  farm  production  to  our  needs,  they 
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also  should  be  supplemented  by  measures  to  assure  consumption  at  the 
needed  levels.  This  implies  examination  of  the  adequacy  of  the  school 
lunch  program  and  development  of  measures  wider  in  scope  for  assuring 
that  proper  diets  will  be  continuously  available  to  all  our  people. 

It  likewise  implies  more  aggressive  action  to  broaden  the  utilization  of 
farm  products,  to  reduce  the  costs  of  processing  and  distributing  them,  to 
eliminate  destabilizing  speculative  influences  from  commodity  exchanges 
and  other  markets,  and  generally  to  assure  that  retail  prices  are  properly 
proportional  to  the  prices  that  farmers  receive.  And  it  would  require  re¬ 
newed  efforts  generally  to  devise  trade  mechanisms  for  making  our  farm 
products  available  in  other  countries  where  they  are  so  sorely  needed. 

The  gains  that  agriculture  has  made  since  the  initiation  of  broadly  con¬ 
structive  legislation  in  1933  should  not  be  jeopardized  in  the  process  of 
adjustment  to  conditions  of  the  peacetime  economy.  Rather,  we  must 
establish  the  basis  for  continued  progress.  Price  supports  alone  cannot  be 
relied  upon  to  achieve  this.  They  do  not,  for  example,  solve  the  underlying 
problems  of  small  farmers  who  have  too  little  to  sell.  Other  programs  are 
necessary  to  deal  with  their  problems.  Price  supfwrts  make  their  greatest 
contribution  in  stabilizing  farm  incomes  against  economic  downturn.  In 
doing  so  they  contribute  significantly  also  to  general  economic  stabilization. 

Price  supports  and  all  the  other  parts  of  the  broad  agricultural  program 
must  be  directed  toward  this  over-all  goal:  that  all  farmers  shall  have 
opportunity  comparable  to  that  enjoyed  by  other  groujjs  for  realizing  the 
high  standard  of  living  that  our  maximum-production  economy  makes 
possible. 
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III.  Basic  Objectives  for  Balanced 
Economic  Growth 

During  the  nineteen  thirties  the  country  fell  into  a  tremendous 
under-use  of  its  productive  resources.  This  led  to  a  dominating  fear 
of  surpluses  in  capacities  and  in  goods.  The  real  problem,  however,  was 
how  to  restore  full  use  of  our  productive  resources  and  initiate  a  further 
process  of  growth.  During  the  war  years,  full  employment  and  phenomenal 
levels  of  production  were  achieved,  but. there  remained  doubts  in  the  minds 
of  many  whether  we  would  be  able  to  maintain  full  and  effective  use  of 
our  resources  after  the  return  of  peace. 

The  Employment  Act  of  1946  is  based  on  the  conviction  that  our  economic 
system  can  sustain  high  and  steady  levels  of  employment  and  production. 
But  such  an  outcome  is  not  automatic.  It  will  be  achieved  only  if  business, 
workers,  farmers,  and  the  Government  are  guided  less  by  the  records  of  the 
past  than  by  the  possibilities  of  the  future.  The  Employment  Act  therefore 
calls  for  estimates  of  the  levels  of  employment,  production,  and  purchasing 
power  needed  to  accomplish  the  purposes  of  the  law. 

This  part  of  our  report  continues  the  effort  begun  last  year  to  formulate 
needed  levels  for  the  American  economy  in  a  somewhat  longer  persjjectivc 
than  that  of  Parts  I  and  II,  which  deal  with  conditions  in  1948  and  adjust¬ 
ments  for  1949. 

Such  a  formulation  does  not  substitute  distant  dreaming  for  immediate 
practical  action.  It  simply  recognizes  that  the  decisions  affecting  the  whole 
economy  which  we  make  from  year  to  year  will  be  more  intelligent  if  wc 
take  a  longer  look  ahead.  The  intent  is  to  keep  our  objectives  responsive  to 
current  experience  by  reviewing  them  annually.  The  aid  of  experts  in 
business,  labor,  and  agriculture,  and  in  Government  and  independent  re¬ 
search  has  been  sought.  Success  in  the  venture  of  defining  common 
objectives  should  promote  success  in  the  task  of  furtliering  cooperative  action 
in  the  solution  of  conunon  problems. 

Such  economic  objectives  are  not  to  be  confused  with  economic  blueprints 
or  plans  used  in  regulated  economies.  They  are  conceived  simply  as  bench 
marks  for  the  orientation  of  private  enterprise  and  public  policies.  Nor 
are  they  forecasts  of  what  would  be  likely  to  happen  without  sp>ecial  effort. 
They  depend  upon  success  in  accomplishing  the  objectives  of  the  Employ¬ 
ment  Act.  We  present  them  as  an  attempt  to  integrate  governmental  and 
private  thinking  in  a  way  that  is  essential  for  making  rational  decisions. 


50 


In  formulating  these  economic  objectives,  the  future  of  our  foreign  rela¬ 
tions  is  now  the  major  uncertainty.  However,  even  at  present  levels  of  the 
defense  budget  and  international  aid,  we  are  able  to  make  some  progress 
toward  peacetime  objectives.  This  year,  for  example,  will  see  further  addi¬ 
tions  to  plant  and  equipment  and  a  further  improvement  in  the  standard 
of  living.  A  deterioration  in  the  international  outlook,  bringing  the  necessity 
for  greatly  increased  defense  programs  at  home  and  military  aid  abroad. 

Chart  13. 

GROWTH  IN  OUTPUT  OF  THE  ECONOMY 

Total  production,  os  meosured  by  the  deflated  gross  notional 

product  hos  increased  obout  3  ^4)  percent  a  year  since  1875. 
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would  reverse  the  situation.  But  an  assumption  underlying  the  economic 
objectives  now  presented  is  a  gradual  improvement  in  international  affairs. 

Between  the  decade  beginning  in  1869  (earliest  available  estimates)  and 
the  decade  ending  in  1918,  the  gross  output  of  the  economy  doubled  about 
every  20  years.  This  is  shown  in  the  preceding  chart. 

From  1919  to  1929,  a  very  high  rate  of  expansion  resulted  in  an  increase 
of  33  percent.  In  the  next  10-year  period,  including  the  Great  Depres- 
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sion,  but  little  gain  was  registered.  A  visitor  from  Mars  looking  at 
the  national  production  chart  would  have  imagined  that  one-quarter  of 
the  arable  land  had  been  destroyed  by  a  flood,  over  one-quarter  of  the 
population  wiped  out  by  plague,  and  one-quarter  of  the  industrial  plants 
destroyed  by  earthquake.  From  1939  to  1948,  including  the  war  years,  the 
increase  in  output  was  resumed  and  a  rise  of  more  than  50  percent  was 
accomplished.  Thus,  from  1919  to  1948  the  output  of  the  economy  again 
doubled. 

In  addition  to  the  increase  in  output,  the  number  of  leisure  hours  has 
risen  substantially.  In  the  last  century,  the  hours  worked  were  frequently 
as  high  as  70  or  more  per  week.  In  manufacturing  industries,  the  average 
weekly  hours  of  work  have  dropped  more  than  20  percent  since  1909. 

Production  Objectives 

A  reasonable  development  for  the  next  few  years  would  be  an  annual 
increase  in  output  of  about  3  percent.  This  target  depends  upon  several 
factors,  chief  among  them  being  the  growth  in  the  labor  force,  the  length 
of  the  average  work-week,  and  the  output  per  man-hour. 

It  is  estimated  that  our  population  will  increase  less  than  1  percent 
annually  over  the  next  decade,  compared  with  about  2  percent  in  the 
period  1870  to  1919.  Since  the  proportion  of  the  population  within 
age  brackets  seeking  work  will  increase  slightly  more,  the  increase  in  the 
labor  force  is  estimated  at  about  1  percent  a  year.  This  increase  allows 
for  about  a  million  and  a  half  net  immigration  over  the  next  10  years.  It 
assumes  that  expanded  social  security  legislation  will  enable  more  old  people 
to  retire  somewhat  earlier.  Young  people  may  enjoy  longer  educations  but 
will  engage  in  considerable  summer  and  part-time  work. 

Although  average  hours  worked  per  week  are  now  at  a  level  consistent  with 
health  and  reasonable  leisure,  some  reduction  in  annual  working  time  would 
result  from  continuation  of  the  present  trend  toward  additional  holidays 
and  paid  vacations.  Such  reductions  would  partially  offset  the  increase  in 
the  labor  force.  Under  these  circumstances,  economic  growth  over  the 
next  few  years  would  depend  to  a  considerable  extent  on  the  rise  in  output 
per  man-hour. 

As  far  as  conclusions  can  be  derived  from  deficient  statistics,  it  appears 
that  output  per  man-hour  has  increased  on  the  average  by  nearly  2  percent 
per  year  for  a  half  century  or  more.  The  rate  of  increase  for  manufactur¬ 
ing  industries  has  been  about  3  percent.  Over  the  next  few  years,  a  produc¬ 
tivity  increase  for  the  whole  economy  averaging  somewhat  more  than  2/2 
percent  a  year  should  be  possible.  This  rate  of  productivity  increase  is 
based  on  the  assumption  that  Government,  labor,  and  management  cooper¬ 
ate  fully  in  achieving  maximum  productive  efficiency.  To  achieve  it 
requires  continued  large  investment  in  labor-saving  plant  and  equipment. 
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expanded  research,  and  lessening  of  restrictive  practices  on  the  part  of  both 
labor  and  management. 


Chart  14. 


!  GROWTH  OF  POPULATION  AND 
I  THE  LABOR  FORCE 

During  the  post  60  years,  the  lobor  force  has  increased  about 
ISO  percent  and  populotion  obout  130  percent. 
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Mining  and  manufacturing  production 

The  output  of  mining  and  manufacturing  accounts  for  about  30  percent 
of  all  goods  and  services  in  peacetime,  although  it  fluctuates  more  widely 
than  other  tyjaes  of  activity.  Industrial  production  is  at  a  record  for  peace¬ 
time.  It  is  almost  double  the  rate  of  1935-39,  and  has  increased  far  more 
than  other  types  of  production  and  services. 

This  high  rate  of  total  industrial  production  partly  reflects  the  abnormal 
comf)osition  of  postwar  demand.  It  results  from  very  large  purchases  of 
new  equipment  by  domestic  business,  large  purchases  of  consumer  durable 
goods,  large  exports,  and  large  Government  orders  for  the  defense  pro¬ 
grams.  Over  the  next  few  years,  with  an  expected  increase  in  the  rate  of 
consumption,  particularly  of  services,  industrial  production  is  likely  to 
expand  at  a  rate  somewhat  less  than  total  output. 
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Agricultural  production  I 

Agriculture  and  fishing,  not  counting  processing  of  food  and  other  farm  I 
products,  account  for  about  one-tenth  of  the  total  output  of  the  economy.  : 
In  1948,  we  produced  enough  food  to  maintain  per  capita  consumption  I 
at  12  percent  above  the  1935-39  average,  and  to  ship  abroad  three  to  four  I 
times  as  much  food  as  in  that  prewar  period.  Assuming  peacetime  condi-  1 
tions  in  the  world,  we  do  not  expect  to  continue  to  ship  abroad  the  larg** 
quantities  of  foods  that  have  been  required  in  the  last  few  years.  On  the 
other  hand,  exports  and  domestic  industrial  use  of  nonfood  agricultural  t 
products  may  be  expected  to  increase.  - 

It  should  be  our  aim  to  increase  further  the  per  capita  domestic  food  j; 
consumption,  in  order  to  provide  adequate  diets  for  the  many  millions  of 
families  whose  consumption  is  considerably  below  a  desirable  standard. 
Even  so,  the  increase  in  the  over-all  production  goals  for  agriculture  does 
not  need  to  be  as  large  as  in  those  for  other  industries.  Allowing  for  reduced  I 
food  exports,  it  is  estimated  that  a  1  to  1 54  percent  annual  rise  in  agricul¬ 
tural  output  would  provide  adequate  nutrition  for  an  increasing  population. 
Because  of  improvement  in  farm  productivity,  it  should  be  possible  to 
accomplish  this  objective  with  a  somewhat  reduced  labor  force  in 
agriculture. 

Energy  production 

Half  our  nonhuman  energy  now  comes  from  coal,  about  one-third  from  i 
oil,  one-seventh  from  natural  gas,  and  4  percent  from  water  power.  Prac¬ 
tically  all  the  water  power  and  an  increasing  proportion  of  the  fuels  arc 
converted  to  electricity.  It  is  not  regarded  as  likely  that  such  potential 
further  sources  as  atomic  energy,  sunlight,  wind  and  tides  will  play  a 
significant  role  within  the  next  few  years,  although  they  deserve  continuing 
exploration  and  development  in  view  of  the  exhaustible  character  of  p 
mineral  fuels. 

Historically,  the  trend  of  increasing  reliance  on  nonhuman  energy  has 
been  partially  offset  by  increased  efficiency  of  energy  utilization.  Neverthe¬ 
less,  the  demands  on  primary  energy  sources  (fuels  and  water  power)  have  I, 
increased  nearly  in  proportion  to  total  national  output.  It  may  be  ex-  ' 
pected  that  the  total  need  for  mineral  fuels  will  continue  to  increase  at  I 
about  the  same  rate  as  total  output. 

It  is  impossible  to  predict  what  expansion  will  take  place  in  the  develop-  ; 
ment  of  power  through  the  use  of  coal,  oil,  natural  gas  and  water  power, 
respectively.  Competition  among  these  rival  sources  is  sharp,  and  technical 
developments  still  in  the  making  will  play  a  large  part  in  shaping  relative 
growth  trends.  A  sound  conservation  policy  should  encourage  the  use  of 
water  power  and  coal  as  against  the  more  quickly  exhaustible  oil  and 
natural  gas. 

The  use  of  electric  power  has  increased  tremendously  since  the  war,  and 
there  is  no  sign  of  any  tapering-off  in  the  development  of  expanded  and  new 
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uses  for  this  most  convenient  form  of  energy.  The  wider  use  of  light  metals 
and  other  electro-metallurgical  and  electro-chemical  products,  in  addition 
to  the  further  mechanization  of  industry  in  general  and  the  rapid  growth 
in  rural  electrification,  promises  a  continued  increase  in  the  demand  for 
electric  energy. 

Investment  Objectives 

The  unprecedentedly  heavy  investment  of  the  past  few  years  has  brought 
capacity  in  most  lines  of  business  up  to  a  reasonable  relationship  to  cur¬ 
rent  demand.  Utilization  rates  are  high,  but  no  longer  excessively  so  in 
terms  of  what  might  be  expected  under  sustained  high  employment.  In  a 
few  industries  which  were  greatly  expanded  during  the  war,  such  as  air¬ 
craft,  shipbuilding,  and  magnesium  production,  excess  capacity  prevails. 
On  the  other  hand,  remaining  bottlenecks  in  production  of  metals  and  elec¬ 
tricity,  the  transmission  of  gas,  and  in  transportation  indicate  areas  where 
we  have  not  caught  up  and  where  provisions  should  be  made  to  restore  an 
adequate  reserve  margin.  ^ 

A  more  difficult  question  concerns  the  quality  or  condition  of  our  present 
productive  facilities.  Whether  they  are  now  in  better  or  worse  condition 
than  at  some  previous  time,  they  are  less  modem  and  less  efficient  than  they 
could  be.  The  newest  and  best  types  of  facilities  in  any  industry  are  superior 
to  the  bulk  of  those  in  use,  and  still  better  types  are  generally  in  the  offing 
awaiting  development  and  introduction.  This  situation  is  a  normal  and 
necessary  consequence  of  the  progress  of  technology  and  the  durability  of 
capital  goods.  Technology  is  always  in  the  lead.  If  technical  development 
were  to  cease  tomorrow,  American  industry  could  still  go  on  for  many  years 
modernizing  its  plants  up  to  present  attainable  standards,  with  large  invest¬ 
ment  outlays  and  large  gains  in  efficiency. 

Needed  investment  in  manufacturing 

Some  indication  of  gross  investment  requirements  in  manufacturing 
industry  may  be  gained  from  a  study  of  the  relation  between  gross  investment 
outlays  and  capacity  expansion  during  the  past  three  decades. 

Contrasting  1919  with  1929  (both  years  of  reasonably  high  utilization  of 
industrial  capacity),  the  Federal  Reserve  Board  index  number  of  manu¬ 
facturing  output  rose  by  38  points  (on  the  1935-39  base) .  This  is  a  rough 
measure  of  the  expansion  in  industrial  capacity  achieved  in  that  interval. 
From  1929  to  the  spring  of  1941,  again  taking  an  interval  between  two  dates 
with  reasonably  high  utilization  of  capacity,  the  production  index  rose 
another  40  points.  In  1948,  with  high  utilization,  the  index  was  another 
48  points  higher. 

In  these  three  periods  of  industrial  growth,  the  gross  outlays  for  new 
nonwar  manufacturing  facilities — in  1947  prices — ^were  almost  precisely  in 
proportion  to  the  amounts  of  apparent  expansion  in  capacity.  The  record 
of  thirty  years  thus  puts  an  approximate  price  tag  on  expansion  and  modemi- 
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zation — somewhat  below  1  billion  dollars  (1947)  for  each  point  of  capacity 
expansion  in  terms  of  the  Federal  Reserve  index. 

This  analysis  of  the  record  of  production  under  conditions  of  full  employ¬ 
ment  suggests  that  to  maintain  adequate  manufacturing  facilities  the  future 
ratio  of  new  investment  to  total  production  may  be  below  that  of  1948. 

Needed  investment  in  electric  utilities 

Electric  utilities  is  another  important  field  in  which  it  is  possible  to  ven¬ 
ture  a  projection  of  gross  investment  requirements.  Consistent  with  our 
estimate  of  an  increase  of  3  percent  annually  in  total  production,  an  ac¬ 
ceptable  estimate  of  the  annual  increase  in  electric  utility  output  is  20  to 
25  billion  kilowatt-hours.  To  provide  for  this  output  at  reasonable  ratios 
of  plant-use  with  allowance  for  restoration  of  that  normal  margin  of  reser\'e 
capacity  which  is  now  lacking  in  many  parts  of  the  country,  we  should  need 
to  increase  capacity  each  year  by  approximately  SJ/a  million  kilowatts.  Al¬ 
lowing  *4  million  kilowatts  for  further  retirements  of  obsolete  capacity  as 
soon  as  the  present  tightness  of  resene  capacity  is  alleviated,  the  necessary 
gross  addition  of  capacity  would  be  6  million  kilowatts  each  year.  Capital 
outlays  per  kilowatt  of  capacity  for  generation,  transmission,  and  distribu¬ 
tion  facilities  are  estimated  to  run  between  $400  and  $500,  depending  partly 
on  the  proportions  of  steam  and  hydroelectric  capacity  built.  The  annual 
addition  to  capacity  of  about  6  million  kilowatts  would  involve  an  outlay 
of  2  J4  to  3  billion  dollars  per  year. 

This  rate  of  expansion  is  substantially  higher  than  that  attained  in  1948. 
Privately  and  publicly  owned  utility  systems  have  reported  plans  for  addi¬ 
tions  of  about  18  million  kilowatts  of  capacity  over  the  next  three  years.  It 
appears  altogether  likely  that,  assuming  sustained  growth  and  activity  in 
the  whole  economy,  the  electric  utility  expansion  program  would  have  to 
continue  at  better  than  1948  rates.  For  the  next  two  or  three  years  the 
rate  of  expansion  is  limited  by  the  capacity  of  equipment  producers;  that 
capacity  is  itself  being  increased,  but  no  substantial  margin  of  reserve  for 
possible  military  requirements  is  in  sight. 

Needed  investment  in  mining  facilities 

In  mining,  a  major  proportion  of  the  foreseeable  expansion  will  un¬ 
doubtedly  come  in  mineral  fuels,  now  supplying  96  percent  of  our  energy. 
As  noted  in  the  discussion  of  production  objectives,  the  total  requirements 
for  mineral  fuels  are  unlikely  to  increase  more  than  the  3  percent  per  annum 
set  for  national  output  as  a  whole.  There  is  some  reason  to  expect,  however, 
that  more  capital  investment  might  be  involved  in  relation  to  capacity 
expansion  than  in  the  past.  The  sharp  competition  which  is  in  prospect 
among  coal,  oil,  gas,  and  electricity  will  speed  certain  technical  develop¬ 
ments,  all  of  which  require  relatively  large  amounts  of  capital.  These  arc: 
(1)  further  mechanization  of  coal  mining;  (2)  gasification  of  coal;  (3) 
synthetic  oil;  (4)  further  substitution  of  electricity  for  direct  use  of  fuels. 
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In  the  coal  mining  industry,  there  are  great  potentialities  for  further 
mechanization  of  mining,  handling  and  cleaning  operations.  With  sus¬ 
tained  high  employment,  the  demand  for  coal  should  increase  substantially, 
though  the  amount  of  increase  will  depend  mainly  on  the  development  of 
liquefaction  and  gasification  of  coal,  and  other  new  uses.  However,  expan¬ 
sion  of  markets  may  not  automatically  call  forth  corresponding  outlays  on 
facilities.  In  relation  to  output,  coal  mining  requires  a  large  capital  invest¬ 
ment  which  is  only  slowly  recovered  in  earnings.  The  inducement  to  make 
major  capital  outlays  hinges  on  the  competitive  outlook  far  into  the  future. 
This  means  that  within  the  next  few  years  we  may  have  to  face  a  major 
adjustment  problem.  Investment  in  coal  mining  and  handling  facilities 
may  be  checked,  even  prematurely,  by  uncertainty  concerning  the  jxjssible 
competition  of  atomic  energy. 

The  petroleum  industry  spent  about  a  billion  and  a  half  dollars  in  1948 
for  wells  and  other  facilities  for  production  of  crude  oil  in  the  United 
States,  and  probably  almost  as  much  for  domestic  facilities  for  transporta¬ 
tion,  refining,  and  marketing.  The  need  for  continued  expansion  is  clear, 
but  all  estimates  of  future  investment  must  be  conditioned  upon  the  rate  of 
development  of  new  oil  reserves. 

In  1947,  2.7  billion  barrels  were  added  to  visible  reserves  of  petroleum, 
and  in  1948  about  3  billion  barrels.  Since  only  2  billion  barrels  were  with¬ 
drawn  in  1948,  our  known  reserves  have  expanded  roughly  in  line  with  the 
trend  of  increase  in  production.  In  the  interests  of  national  security,  we 
should  attempt  to  maintain  or  improve  the  relationship  between  reserves 
and  production.  If  new  reserves  could  hereafter  be  added  at  the  1948  rate, 
capital  outlays  at  about  the  1948  scale  would  have  to  be  maintained.  Any 
increase  in  the  difficulty  of  development  of  new  reserves  would  be  reflected 
in  larger  outlays  in  relation  to  accomplishment.  At  the  same  time,  higher 
prices  resulting  from  such  higher  costs  would  have  the  offsetting  effect  of 
encouraging  substitution  of  imports,  synthetics,  or  other  fuel  sources. 

The  rapid  expansion  of  natural  gas  production  and  transmission  accounts 
for  the  bulk  of  current  capital  outlays  in  the  whole  gas  industry.  The  nat¬ 
ural  gas  utility  companies  spent  427  million  dollars  on  pipelines  in  1948  and 
a  further  234  million  on  other  facilities.  The  industry  association  has  esti¬ 
mated  the  current  expansion  program  outlays  at  2,650  million  dollars  over 
the  five-year  f)eriod  1948-52,  which  implies  a  large  decline  from  present 
rates  of  expenditure.  The  program  figures  for  the  later  years  are  almost 
certainly  too  low,  if  only  because  plans  are  not  fully  made  so  far  in  advance. 
On  the  other  hand,  the  expansion  of  long-distance  natural  gas  pipelines 
seems  unlikely  to  continue  at  present  rates  for  as  long  as  a  decade.  The 
present  market  advantage  of  gas  over  other  fuels  in  some  industrial  regions 
will  be  reduced  somewhat  as  higher  field  prices  and  pipeline  construction 
costs  are  reflected  in  delivered  gas  prices.  Moreover,  more  rigorous  appli¬ 
cation  of  public  policies  which  encourage  the  use  of  natural  gas  in  the  areas 
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of  its  production  rather  than  transmission  to  other  areas  may  limit  the 
investment  requirements  of  the  gas  industry. 

Another  mineral  industry  which  we  know  will  require  large  capital  out¬ 
lays  in  the  near  future  is  iron  ore  mining.  Depletion  of  the  high-grade 
Mesabi  ore  makes  necessary  the  immediate  development  of  alternative 
sources.  Whether  this  takes  the  form  primarily  of  exploitation  of  new 
sources  in  Labrador  and  elsewhere,  with  heavy  transportation  facilities  out¬ 
lays  in  addition  to  the  mining  development  proper,  or  whether  it  involves 
primarily  the  construction  of  beneficiation  plants  for  low-grade  domestic  ore, 
the  new  investment  outlay  will  be  enormous.  Development  of  foreign 
sources  will  involve  international  investment  by  United  States  companies. 

Railroad  investment 

Although  transportation  as  a  whole  is  increasingly  important  in  the  na¬ 
tional  economy,  much  traffic  has  shifted  from  railroads  to  other  carrion. 
It  is  anticipated  that,  in  line  with  trends  of  the  past  two  decades,  further 
freight  traffic  will  be  shifted  to  trucks,  pipelines  and  waterways,  and  pas¬ 
senger  traffic  to  air  lines,  automobiles,  and  busses.  Rail  freight  traffic  would 
continue  to  increase,  though  slowly,  while  rail  passenger  traffic  would  sub¬ 
stantially  diminish. 

The  need  for  freight  cars  is  conditioned  by  the  expansion  of  traffic  (which 
we  may  assume  to  be  partly  offset  by  continued  improvement  in  efficiency 
of  car  use)  and  the  abnormally  heavy  replacement  requirements  arising 
from  w’ar  and  p)ostwar  conditions  of  heavy  traffic  and  steel  shortage.  It  is 
estimated  that  the  average  service  life  of  new  freight  cars  now  being  built  w  ill 
be  about  30  years  with  allowance  for  the  normal  proportion  of  rebuilding. 
To  provide  a  1  percent  annual  increase  in  cars  in  use  and  reduce  the  average 
age  of  cars  from  32  in  1947  to  30  years  by  ten  years  from  now,  would 
require  car  purchases  at  the  rate  of  120,000  a  year;  or  just  the  number  for 
which  steel  has  been  allocated  under  the  present  voluntary  program.  With 
appropriate  allowance  for  car  rebuilding,  such  a  freight-car  program  would 
cost  about  500  million  dollars  a  year  at  1947  prices.  Any  acceleration  of  this 
program  for  rehabilitation  and  expansion  of  ovu"  freight-car  fleet,  for 
national  security  reasons,  would  require  a  car-building  schedule  substantially 
larger  than  the  present  one. 

Because  of  the  expected  loss  in  passenger  business  and  its  small  importance 
as  compared  with  freight,  only  a  small  part  of  the  necessary  equipment  out¬ 
lays  should  be  for  passenger  cars.  The  annual  average  rate  of  outlays  should 
be  about  80  million  dollars  at  1947  prices,  or  roughly  the  same  as  in  1947. 

Railroad  motive  power  is  in  process  of  Dieselization.  In  1947,  less  than 
4  percent  of  all  locomotive  units  ordered  were  powered  by  steam.  In  view 
of  the  superior  operating  efficiency  of  Diesel  locomotives,  any  projection,  must 
assiune  a  continued  upward  trend  in  traffic  handled  per  locomotive.  With 
allowance  for  this  factor  and  the  age  of  present  locomotives,  the  projected 
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traffic  level  would  call  for  about  1,800  new  units  per  year.  An  annual  out¬ 
lay  of  about  450  million  dollars  (1947  prices)  is  entailed.  This  analysis 
makes  no  allowance  for  the  possible  substitution  of  gas  turbine  locomotives 
on  a  substantial  scale,  which  is  still  uncertain. 

In  view  of  the  trend  to  higher  speeds  and  heavier  trains,  substantial  ex¬ 
penditures  on  permanent  way  will  be  needed  to  reduce  grades  and  curves 
and  lay  heavier  rail.  Rail  replacement  needs  are  closely  related  to  the 
i  amount  of  freight  traffic.  Total  outlays  on  roadway  and  structures,  in  keep¬ 
ing  with  the  other  projections,  should  average  annually  about  300  million 
dollars,  a  rate  slightly  in  excess  of  the  current  rate. 

Total  capital  requirements  of  the  railroads  would  amount  to  about  1.3 
to  1.4  billion  dollars  ( 1947  prices)  annually,  representing  a  rate  about  one- 
sixth  higher  than  in  1948.  Actual  outlays  will,  of  course,  depend  largely  on 
earnings,  rates,  construction  and  equipment  costs,  and  the  availability  of 
external  financing. 

Highways 

Highway  traffic  has  increased  faster  than  total  production,  population 
growth,  or  highway  capacity.  An  annual  3  percent  increase  in  output  and 
transp>ortation  would  require  an  annual  exp>enditure  of  at  least  4  billion 
dollars  for  maintenance,  repair,  and  new  construction  of  our  road  system. 
About  one-third  of  tliis  should  be  assigned  to  city  streets  and  expressways, 
one-third  to  primary  rural  roads,  and  one-third  to  secondary  and  local 
roads.  Exjjenditures  in  1949,  including  maintenance  and  repair,  are  not 
expected  to  equal  even  half  our  annual  long-run  needs.  Present  activities 
in  relation  to  need  are  much  lower  than  they  were  either  in  the  1920’s  or  in 
the  1930’s  and  far  less  than  what  is  needed  for  the  future.  Provision  for  the 
flow  of  traffic  implied  in  our  production  goals  calls  for  an  increase  in  these 
cx|>enditures  as  labor  and  materials  are  released  from  other  uses.  It  also 
implies  a  balanced  and  economical  use  of  both  railroads  and  highways. 

Agricultural  investment 

The  amount  of  investment  that  will  be  required  in  agriculture  to  expand 
output  in  line  with  consumption  requirements  will  depend  considerably 
upon  the  nature  of  future  technological  developments.  Over  the  30  years 
prior  to  the  war  there  was  little  change  in  the  combined  value,  measured  in 
constant  dollars,  of  farm  horses  and  mules  and  farm  machinery.  The  sub¬ 
stitution  of  tractor  and  tractor-drawn  machinery  for  animal  power  has, 
however,  been  an  important  factor  in  the  substantial  increase  in  farm 
production.  The  reduction  in  feed  requirements  for  horses  and  mules  has 
freed  many  acres  for  other  production.  Great  increases  in  productivity 
have  likewise  arisen,  without  any  corresponding  increase  in  capital,  from 
developments  like  hybrid  com  and  improvements  in  animal  breeding  and 
feeding. 

During  the  war,  the  pressure  for  rapid  expansion  of  production,  high  labor 
costs,  and  increased  farm  income  combined  to  bring  about  a  rapid  increase 
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of  investment  in  tractors  and  other  machinery.  This  increase  has  been 
accelerated  since  the  war  as  such  equipment  has  become  more  readily  avail¬ 
able.  From  January  1,  1940,  to  January  1,  1948,  the  number  of  tractors 
on  farms,  and  the  volume  of  other  machinery  and  equipment,  more  than 
doubled.  Farmers’  purchases  of  motor  vehicles,  machinery,  and  equipment 
for  use  in  production  and  their  expenditures  on  farm  buildings  totaled 
nearly  10  billion  dollars  from  1940  through  1945 — an  average  gross  in¬ 
vestment  of  more  than  1.5  billion  dollars  a  year  in  current  prices,  equivalent 
to  2  to  2/2  billion  in  1947  prices.  Since  the  war,  however,  these  outlays 
have  averaged  around  4  billion  dollars  annually  (1947  prices).  Over  the 
next  few  years,  an  annual  gross  investment  would  be  desirable  at  least  equal 
to  that  during  the  war  years. 

Another  form  of  agricultural  investment  that  will  be  needed  is  in  breed¬ 
ing-herds  of  livestock.  The  consumption  goals  that  have  been  outlined 
include,  along  with  the  increase  in  total  production,  a  substantial  shift  in 
favor  of  livestock  products,  which  are  favored  both  nutritionally  and  in 
taste  preferences  of  consumers.  Since  the  war,  however,  livestock  numbers 
have  been  decreasing.  To  attain  and  maintain  the  level  of  output  of  live¬ 
stock  products  that  appears  desirable,  over  1  billion  dollars  (1947  prices) 
should  be  invested  within  the  next  few  years  in  building  up  herds  and 
flocks.  Adding  this  to  the  investment  in  farm  power  and  machinery  gives 
around  3  billion  dollars  as  an  annual  farm  investment  goal. 

In  addition  to  the  investments  just  discussed,  a  substantial  amount 
should  go  into  land  improvements  for  conserving  the  soil  and  maintaining 
or  increasing  its  fertility.  It  is  difficult  to  separate  farmers’  outlays  of  this 
kind  between  capital  investment  and  current  expenses.  In  addition  to 
farmers’  private  outlays,  substantial  public  expenditures  are  needed  for  irri¬ 
gation,  drainage,  land  retirement,  and  for  encouraging  the  widespread 
adoption  of  conservation  practices  in  farming  and  grazing.  Public 
measures  in  this  field  are  discussed  in  a  subsequent  section. 

Forest  investment 

To  establish  adequate  forest  growing  stocks  and  otherwise  to  put  our 
forests  in  shape  to  yield  the  increased  timber  growth  needed  by  our 
economy  will  call  for  substantial  investment  in  access  road  construction 
in  our  national  forests  and  in  privately-owned  timbcrland,  in  planting  and 
timber  stand  improvement,  and  in  protection  of  forests  from  fire,  insects,  and 
disease.  Forest  investment  needs  are  not  limited  to  the  objective  of  timber 
growing  but  also  include  expanding  needs  for  watershed  development, 
forest  recreation,  forest  range,  and  wildlife. 

Commercial  construction 

New  commercial  facilities,  including  stores,  restaurants,  and  other  service 
establishments,  follow  the  growth  and  redistribution  of  population.  Urban 
redevelopment  programs  and  expansion  of  suburban  residential  areas  will 

60 


create  the  need  for  commercial  construction.  In  addition,  there  is  need  for 
expansion  of  trade  facilities  even  in  many  areas  of  stable  population,  since 
sales  and  activity  are  now  much  higher  than  at  the  time  these  areas  were 
developed.  Office  space  is  also  scarce  at  the  present  time,  vacancy  ratios 
being  less  than  1  percent.  The  volume  of  construction  of  stores,  restaurants, 
and  garages  is  currently  running  at  about  the  levels  needed  to  serve  an 
economy  growing  at  the  rate  ours  should  expand.  However,  building  for 
offices  and  warehouses  is  very  low  and  will  need  to  increase  from  a  third  to  a 
half  to  take  care  of  present  and  future  needs. 

In  the  immediate  future,  there  is  need  for  restraint  in  commercial  con¬ 
struction  in  order  to  channel  materials  into  housing.  Over  the  longer 
range,  however,  commercial  and  private  institutional  construction  should 
increase  somewhat  as  a  proportion  of  the  total,  and  account  for  2  billion 
dollars  or  more  per  year. 

The  foregoing  analysis  suggests  that  the  proportion  of  resources  currently 
being  devoted  to  productive  facilities  as  a  whole  is  somewhat  higher  than 
the  level  that  will  be  required  on  a  sustained  basis  over  the  next  few  years  to 
meet  maximum  production  objectives  in  a  self-sustaining  and  steadily  grow¬ 
ing  economy.  Additions  to  capital  equipment  in  the  past  were  accom¬ 
plished  in  spurts,  and  periods  in  which  they  exceeded  long-run  requirements 
were  followed  by  periods  in  which  they  fell  far  short.  These  violent  fluctua¬ 
tions  in  private  capital  outlays  have  been  a  major  factor  in  generating 
booms  and  depressions. 

Objectives  for  Consumption  and  Living  Standards 

In  an  economy  of  steady  growth  moving  from  postwar  to  peacetime  con¬ 
ditions,  the  output  of  consumer  goods  and  services  should  increase  not  only 
in  absolute  amounts  but  also  in  ratio  to  total  production.  In  1948,  con¬ 
sumers  were  receiving  about  70  percent  of  gross  output,  compared  with  76 
percent  in  1929  and  75  percent  in  1939.  Even  allowing  for  the  contingency 
that  Government  expenditures  and  net  exports  may  hereafter  account  for  a 
larger  portion  of  the  Nation’s  Economic  Budget  than  in  previous  periods  of 
high  employment,  it  is  felt  that  final  consumers  should  absorb  at  least  75 
percent  of  all  goods  and  services  within  a  few  years.  Coupling  this  with  the 
growth  of  the  economy  as  a  whole,  the  result  would  increase  total  consump¬ 
tion  per  year  by  about  4  percent  and  per  capita  consumption  by  about  3 
percent  above  present  levels. 

This  higher  consumption  pattern  must  be  brought  about  by  a  substantially 
equivalent  increase  in  total  consumer  income.  It  will  require  improve¬ 
ments  in  the  distribution  of  that  income  not  only  to  avoid  areas  of  want  in 
a  land  of  plenty,  but  also  to  avoid  higher  saving  than  is  necessary  to  permit 
the  expansion  of  investment  needed  for  stable  growth. 

Changes  in  consumption  patterns  would  flow  from  these  desirable  develop- 
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ments.  We  have  already  witnessed  great  strides  forward  in  standards  of 
consumption  of  food  and  other  goods,  although  here  the  standards  of  many 
low-income  families  leave  much  to  be  desired.  On  a  national  basis,  we 
have  fallen  behind  in  terms  of  housing  accommodations,  medical  and  other 
health  care,  and  the  provision  of  educational  facilities.  Assuming  higher 
and  better  distributed  incomes,  and  adequate  governmental  programs,  rela¬ 
tively  greater  increases  may  be  e.xpected  in  these  areas.  Increased  leisure 
will  presumably  result  also  in  more  travel  and  higher  recreational  expendi¬ 
tures  in  general. 

Periods  of  high  income  and  employment  are  also  usually  associated  with 
a  high  proportion  of  expenditures  for  durable  consumer  goods.  To  some 
extent  in  the  past  this  has  been  the  result  of  the  fact  that  in  years  of  depres¬ 
sion  such  purchases  have  been  postponed.  Still,  there  is  little  doubt  that 
an  enormous  potential  market  exists  for  the  durable  appliances  which  have 
contributed  so  much  to  the  convenience  and  comfort  of  modem  life.  Serv¬ 
ices  and  durable  goods  may  hereafter  absorb  a  higher  proportion  of  con¬ 
sumers’  budgets  than  they  did  before  the  war.  Nevertheless,  there  would 
also  be  some  increase  in  food  consumption,  especially  in  the  variety  and 
interest  of  the  diets  of  lower  income  groups,  and  in  other  types  of  non¬ 
durable  consumption.  New  frontiers  will  be  provided  for  the  development 
of  private  initiative  by  the  rise  in  living  standards.  The  enlargement  of 
many  community  and  governmental  services  will  also  be  required. 

Balancing  production  and  consumption 

At  present,  private  capital  expenditures  are  running  at  15  percent  of  the 
Nation’s  Economic  Budget,  reflecting  in  part  the  need  to  make  up  for  war¬ 
time  and  some  prewar  deficiencies.  The  shift  to  more  sustainable  long-run 
patterns  will  require  a  relative  decline  to  about  11  or  12  percent  of  the 
Nation’s  Economic  Budget,  though  perhaps  a  moderate  increase  in  abso¬ 
lute  amounts.  In  addition,  certain  other  elements  of  the  Nation’s  Economic 
Budget,  such  as  the  Government’s  foreign-aid  program  and  expansion  of 
business  inventories,  will  decline  in  absolute  or  relative  importance.  To 
some  extent,  urgently  needed  domestic  programs  of  the  Government  will 
take  their  place.  Nevertheless,  to  reach  sustainable  patterns  of  growth 
will  require  that  personal  consumption  increase  by  considerably  more  tlian 
total  output  and  assume  a  larger  relative  share  in  the  Nation’s  Economic 
Budget.  This  means  that  the  general  standard  of  living  can  and  should 
rise  substantially. 

In  the  immediate  situation  there  may  appear  to  be  a  conflict  between  the 
increase  in  consumption  needed  to  attain  long-run  objectives,  and  the  actual¬ 
ity  of  inflationary  forces  to  which  largely  increased  consumer  demand 
would  further  contribute.  The  more  fundamental  danger  is  that  the  auto¬ 
matic  forces  of  the  market  tending  to  increase  consumption  are  of  uncertain 
and  perhaps  insufficient  strength  to  bring  about  needed  changes  in  the 
patterns  of  income  and  expenditure  when  the  temporary  factors  in  demand 
decline. 
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One  of  the  great  dangers  ahead  is  that  the  process  of  adjusting  to  these 
changed  patterns  will  lead  us  into  a  depression  through  failure  of  consump¬ 
tion  to  rise  sufficiently.  But  to  be  forewarned  is  to  be  partly,  though  not 
wholly,  forearmed.  Major  reliance  should  be  placed  upon,  and  full  en¬ 
couragement  given  to,  those  free  automatic  forces  within  the  economy  which 
bring  about  adjustments.  We  must  get  from  privately  organized  activities 
as  much  handling  of  the  Nation’s  economic  problems  as  they  are  capable 
of  achieving.  But  we  should  be  prepared  to  supplement  them  when  needed 
through  appropriate  Government  policies  directed  toward  economic  balance 
at  the  highest  feasible  levels  of  activity.  In  this,  we  should  not  neglect  the 
problems  of  those  whose  living  standards  have  lagged  seriously  even  during 
past  and  present  periods  of  high  prosperity. 

Promoting  Economic  Growth 

The  Government  has  played  an  historic  role  in  stimulating  the  growth 
of  private  industry.  In  earlier  times,  this  aid  took  the  form  of  grants  and 
protective  tariffs.  Present-day  conditions  require  new  methods.  One  of 
these,  developed  in  recent  decades  and  particularly  during  the  war,  is  Gov¬ 
ernment  scientific  research  and  development. 

Research  and  information 

Progress  in  this  field  for  military  purposes  indicates  the  tremendous  bene¬ 
fits  that  may  result  from  scientific  research  for  peacetime  application.  Re¬ 
search  in  managerial  techniques  and  market  information  can  also  be  of 
great  value,  particularly  to  small  business.  The  fact-gathering  and  statis¬ 
tical  services  of  the  Government  are  of  enormous  value  to  business  managers, 
fanners,  and  others.  There  are  many  gaps  in  this  service  which  will  need 
to  be  filled  in  future  years  at  the  same  time  that  care  is  exercised  to  see  that 
duplication  is  avoided  and  economies  are  effected.  Standardization  and 
grading  of  commercial  products  and  regulation  of  containers  and  practices 
have  also  promoted  equitable  and  economical  commerce. 

The  Government  can  make  a  signal  contribution  to  the  steady  expansion 
II  of  private  industry  by  accepting  responsibility  for  promoting  maximum 
j|  levels  of  employment,  production,  and  purchasing  power.  When  business 
J  has  confidence  in  the  determination  to  exercise  this  responsibility  vigorously, 

I  investment  planning  will  be  guided  more  by  long-range  objectives  of  eco¬ 
nomic  growth  and  will  be  influenced  less  by  fear  of  impending  downswing 
:  and  depression.  The  major  task  of  such  investment  planning  would  then 
be  to  gauge  correctly  the  impact  that  an  expansion  in  national  income 
will  have  on  the  demand  for  specific  products,  instead  of  guessing  whether 
general  economic  activity  is  going  to  expand,  shrink,  or  collapse.  The  Eco- 
(  nomic  Reports  under  the  Employment  Act  should  progressively  help  in 
|!  this  task. 
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Financing  business  expansion 

Since  the  war,  capital  in  large  amounts  has  been  available  for  business 
reconversion  and  expansion.  This  has  been  due  mainly  to  the  large  volume 
of  liquid  assets  accumulated  by  business  during  the  war,  as  revenues  ex¬ 
panded  faster  than  indebtedness,  and  to  the  unprecedented  volume  of  profits 
available  since  the  war  for  reinvestment.  Also,  both  long-  and  short-term 
credit  has  been  available  at  low  interest  rates.  The  only  source  of  capital 
which  does  not  appear  to  have  been  large,  compared  with  earlier  experience, 
has  been  outside  equity  capital.  Total  new  money  raised  in  the  stock 
market  has  been  somewhat  smaller  than  during  the  prosperity  of  the  late 
twenties.  But  this  has  been  so  far  offset  by  retained  earnings  that  business 
debt-equity  ratios  are  now  generally  more  favorable  than  in  the  two  previous 
decades. 

Whether  the  financial  needs  of  business  can  be  satisfied  in  the  future 
depends  importantly  on  the  level  of  profits.  These  are  the  immediate 
source  from  which  the  bulk  of  financial  needs  is  met,  and  are  also  an 
important  factor  in  the  availability  of  outside  capital,  both  loan  and  equity. 
Abundant  profits  during  the  past  two  years  have  stimulated  and  permitted 
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SOURCES  AND  USES  OF  CORPORATE  FUNDS 

Internal  sources,  mainly  retained  net  earnings  and  depreciation 
reserves,  supplied  a  larger  part  of  corporate  financial 
requirements  in  1948  than  in  1947. 
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business  investment  so  large  in  proportion  to  total  national  income  that  it 
is  probable  that  investment  of  a  lower  proportion  in  the  future  will  meet 
our  long-term  peacetime  needs.  The  general  level  of  profits  should  con¬ 
tinue  to  be  ample  so  long  as  we  are  successful  in  maintaining  high  produc¬ 
tion  and  employment. 

It  should  not  be  assumed,  however,  that  financial  resources  will  be  ade¬ 
quate  for  all  tyjjes  of  business,  or  that  a  higher  share  of  equity  investment 
would  not  be  desirable.  Difficulties  arise,  particularly,  for  small  and  new 
business  enterprises,  which  often  find  it  difficult  to  obtain  long-term  bank 
loans  and  practically  impossible  to  secure  outside  equity  capital.  It  is 
undoubtedly  true  that  certain  features  of  our  tax  system  bear  particularly 
on  equity  financing.  When  a  reduction  in  taxes  becomes  possible,  the  tax 
system  should  be  revised  to  strike  the  best  balance  between  the  objectives  of 
maintaining  adequate  consumer  markets  and  of  providing  capital  of  the 
needed  character  in  adequate  amounts. 

Important  also  are  the  long-range  changes  that  have  taken  place  in  the 
distribution  of  income  and  in  the  saving  habits  of  the  people.  Economic 
policy  should  recognize  that  the  bulk  of  saving  will  come  from  people  in 
the  middle  income  brackets,  who  are  rightly  more  concerned  with  the  safety 
of  their  investment  than  with  gains  that  involve  high  risks.  This  calls  for 
financial  institutions  that  transform  these  savings  into  venture  capital. 
Study  should  be  made  of  the  experience  of  Nation-wide  or  local  invest¬ 
ment  companies  which  can  extend  venture  capital  with  diversification 
of  risks.  The  possibilities  of  developing  other  types  of  organization  which 
could  effectively  channel  private  savings  into  venturesome  fields  of  invest¬ 
ment  and  the  extent  to  which  the  Government  can  promote  them  require 
thorough  exploration.  Also,  the  legal  and  economic  problems  of  investment 
of  insurance  reserves  require  continuing  study  in  the  light  of  the  change  in 
saving  habits  of  the  people  and  the  changing  demand  for  industry  financing. 
The  Council  of  Economic  Advisers  will  continue  its  work  upon  these 
problems. 

Promoting  competition 

The  problem  of  achieving  a  steady  rate  of  growth  of  our  economy  is  inti¬ 
mately  bound  up  with  the  way  the  price  mechanism  operates.  If  it  operates 
so  as  to  promote  balance  among  prices,  wages,  and  profits,  the  role  which 
Government  will  be  called  upon  to  play  in  seeking  to  maintain  high  levek 
of  employment  is  thereby  reduced.  A  healthy  competition  among  sellers 
is  an  indispensable  prerequisite  for  the  proper  functioning  of  the  price  mecha¬ 
nism  in  promoting  a  balanced  growth  in  the  rates  of  consumption  and 
investment. 

In  this  connection,  the  role  of  the  antitrust  policy  is  of  fundamental  im¬ 
portance.  It  is  designed  to  hold  in  check  private  monopolistic  control,  to 
encourage  the  competitive  forces  which  induce  improvement  and  expansion, 
and  to  maintain  freedom  of  entry  for  new  and  enterprising  firms.  The  im- 


65 


portance  of  strengthening  the  antitrust  laws  has  been  repeatedly  emphasized 
in  earlier  Economic  Reports. 

Healthy  competition,  however,  cannot  be  kept  adequately  in  play  simply 
by  legal  prohibitions.  It  must  rest  upon  the  attitudes  and  motivation  of 
business  managements.  If  they  were  generally  to  prefer  monopoly  to  compe¬ 
tition,  restrictionism  to  expansion,  high  profit  margins  on  low  production  to 
lower  profit  margins  on  high  production,  security  to  innovation,  then  the 
essential  basis  of  the  private  enterprise  economy  could  be  undermined. 

Whether  competition  is  effective  now  lies  substantially  within  the  con¬ 
trol  of  business  itself.  In  highly  concentrated  industries,  there  is  a  choice 
between  two  roads  to  profits.  One  lies  in  the  direction  of  exploring  all 
avenues  of  reducing  costs  and  prices  and  expanding  sales,  the  other  in  the 
direction  of  exploring  all  avenues  of  avoiding  price  competition  with  one’s 
rivals.  The  latter,  if  dominant,  could  greatly  retard  growth  even  though 
held  short  of  practices  and  agreements  in  violation  of  the  antitrust  laws. 

If  the  Government  uses  the  fiscal  and  other  powers  at  its  disposal  to  mod¬ 
erate  the  swings  in  general  business  activity,  effective  competition  should 
keep  cost-price  margins  down  to  the  levels  of  reasonable  necessity  and  adjust 
capacities  to  the  expectation  of  greater  stability.  The  extent  to  which  this 
effective  competition  in  large-scale  industry  is  forthcoming  will  do  much 
to  determine  what  kind  and  degree  of  Government  action  will  be  needed  to 
promote  economic  stability  and  growth. 

Agricultural  growth 

Our  production  goals  require  not  only  continued  expansion  of  total  agri¬ 
cultural  output  but  also  particular  adjustments  to  the  anticipated  domestic 
and  foreign  demand  pattern  for  foods  and  other  farm  products.  In  addition, 
shifts  in  types  of  output  and  in  farming  practices  are  needed  to  sustain  the 
fertility  of  our  land.  Increased  agricultural  investment,  both  public  and 
private,  is  needed  in  order  to  support  these  changes  and  to  make  the  most 
efficient  use  of  our  labor. 

Achievement  of  these  goals  will  require  rapid  advancement  of  farm  tech¬ 
nology  and  its  practical  application.  This  means  emphasis  on  research, 
education,  and  other  programs  to  aid  farmers  in  carrying  out  shifts  in  pro¬ 
duction  and  management  practices.  These  programs  should  include  special 
technical  assistance  and  adequate  credit  facilities. 

Long-term  programs  for  supporting  farm  prices  and  incomes,  because  of 
their  immediacy,  are  discussed  somewhat  more  fully  in  Part  II  of  this  report 

The  long-run  downward  trend  in  the  proportion  of  our  total  labor  force 
needed  for  farm  production  requirements  will  continue.  It  is  essential  to 
broaden  the  educational  opportunities  for  farm  children,  and  to  plan 
vocational  training  that  will  help  a  part  of  the  farm  population  to  qualify 
for  profitable  oflF-farm  pursuits. 

It  is  one  of  the  unfortunate  but  salient  phenomena  of  our  economy  that 
countless  families  have  incomes  too  low  to  maintain  adequate  diets  even  in 
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periods  of  high  prosperity;  and  all  too  frequently  these  families  have  suf¬ 
fered  even  more  than  others  when  prosperity  has  tapered  off  or  disappeared. 
While  better  training  for  earning  higher  incomes  should  be  the  main  ap¬ 
proach  to  this  problem,  we  know  realistically  that  it  creates  a  vicious  circle 
to  wait  for  families  to  improve  their  own  lot  w’hile  depriving  them  of  the 
food,  housing,  education,  and  medical  care  which  must  be  at  the  foundation 
of  this  improvement.  Our  national  nutrition  program  should  be  further 
dcvelojDcd. 

Conserving  and  Developing  the  Nation^s  Resources 

Continuing  heavy  demands  for  national  security  and  foreign  aid  following 
the  war  place  a  heavy  drain  on  many  natural  resources  while  at  the  same 
time  requiring  some  reduction  and  deferment  of  essential  programs  for  their 
conservation  and  development.  Yet  the  requirements  of  a  high-level  econ¬ 
omy  for  agricultural  and  forest  products,  oil,  minerals,  electric  power,  and 
other  basic  materials  can  be  met  only  by  early  action.  This  calls  for  a 
careful  screening  process,  selecting  the  most  urgent  and  productive  projects 
for  development  now,  and  pushing  ahead  with  preparatory  work  for  others. 
We  must  re-examine  our  development  programs  in  such  fields  as  reclamation, 
and  assess  them  in  terms  of  our  national  production  objectives  and  of  alter¬ 
native  means  for  achieving  the  same  results.  There  is  danger  in  doing  too 
much  now;  there  would  equally  be  danger  in  a  penny  wise  but  pound  foolish 
policy  that  weakened  our  native  strength. 

fVater  resources  and  power 

A  number  of  programs  and  projects  are  now  being  undertaken,  particu¬ 
larly  in  the  West,  for  controlling  and  using  water  for  various  purposes, 
including  irrigation,  navigation,  flood  control,  hydroelectric  power,  and 
industrial  and  municipal  use.  Some  of  these  programs  require  re-exami¬ 
nation  in  a  broad  perspective  to  determine  which  essential  aspects,  such  as 
hydroelectric  power  development,  should  be  pressed  forward  with  great 
speed,  and  which  may  be  postponed. 

The  desirable  annual  increase  of  3  percent  in  the  output  of  the  economy 
is  not  likely  to  be  achieved  without  a  considerably  greater  increase  in  electric 
power.  It  has  been  indicated  that  facilities  able  to  produce  6  million  kilo¬ 
watts  of  electric  power  should  be  added  annually  to  our  capacity.  Perhaps 
30  percent  of  this  might  be  furnished  most  efficiently  through  public  hydro¬ 
electric  power  developments,  at  an  average  annual  cost  in  the  neighborhood 
of  800  million  dollars,  including  programs  for  which  the  Federal  Govern¬ 
ment  has  direct  responsibility.  It  is  essential  that  public  power  programs 
be  expanded  in  the  coming  year,  including  construction  of  transmission  lines 
where  needed,  even  where  this  requires  temporary  allocation  of  scarce 
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materials  for  construction  of  dams  and  generators.  Hydroelectric  power 
tends  to  be  lower  cost  power;  it  economi2cs  irreplaceable  mineral  fuels. 

Land  resources 

While  much  progress  has  been  made  in  the  conservation  and  efficient  use 
of  our  existing  farm  land  through  education,  cooperation,  and  the  efforts 
of  individual  farmers,  much  remains  to  be  done.  One  quarter  of  our  crop¬ 
land  is  being  damaged  at  a  rapid  rate  by  erosion  and  other  causes,  and  should 
be  placed  under  sound  conservation  practices  within  the  next  ten  years. 
Our  conservation  program  must  be  intensified.  We  should  add  substantially 
to  our  land  resources  through  drainage  and  irrigation,  while  some  land  now 
being  farmed  should  be  returned  to  grass  and  timber. 

We  should  make  clear  to  all  that  public  range  lands,  which  comprise  40 
percent  of  all  range  land  in  the  West,  will  be  protected,  and  that  grazing 
shall  not  exceed  the  sustainable  carrying  capacity  of  the  range  with  allow¬ 
ance  for  other  possible  uses.  We  should  plan  to  spend  increasing  amounts 
for  conserving  and  restoring  those  lands.  Additional  credit  should  be 
released  for  long-range  soil  conservation. 

Production  of  concentrated  fertilizer  from  western  phosphate  deposits 
should  be  developed  further  as  part  of  a  program  to  increase  agricultural 
output. 

Forests 

There  has  been  no  measurable  improvement  during  the  past  year  in  our 
timber  prospects.  The  saw  timber  cut  still  far  exceeds  annual  growth.  The 
depletion  of  our  remaining  supply,  especially  in  small,  privately  owned 
forest  properties,  is  proceeding  so  rapidly  that  immediate  consideration 
should  be  given  to  legislation  for  regulation  of  forest  practices.  Unless  much 
more  rapid  progress  is  made  along  lines  of  improved  private  practices  or 
State  legislation  for  the  control  of  cutting  practices,  national  interest  and 
security  will  require  Federal-State  action.  As  in  the  case  of  soil  conserva¬ 
tion,  improved  long-term  credit  would  be  helpful.  Other  forest  conservation 
should  be  strengthened.  Our  depleted  forest  resources  should  be  rebuilt  to 
meet  fully  our  needs  on  a  sustained-yield  basis. 

Petroleum  and  other  minerals 

In  terms  of  production  objectives  and  national  security,  and  in  the  light 
of  the  continuing  shortages  of  domestic  supply  relative  to  demand,  new 
sources  and  substitutes  for  petroleum  and  scarce  minerals  are  needed.  A 
synthetic  liquid  fuels  program  now  offers  the  best  hope  for  relieving  the 
mounting  pressure  on  our  limited  supply  of  natural  petroleum.  Under 
present  Federal  programs  about  10  million  dollars  annually  will  be  spent 
during  the  next  few  years,  not  including  any  additional  funds  that  may  be 
provided  to  assist  in  the  construction  of  plants  of  commercial  size.  The 
development  of  tidelands  oil  reserves  should  be  so  regulated  that  waste  is 
eliminated  as  far  as  possible.  Programs  for  a  continuous  appraisal  of  our 
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minerals  position,  geologic  exploration  and  mapping  and  research  on  utiliza¬ 
tion  of  submarginal  mineral  deposits  and  substitutes,  should  be  expanded 
as  one  element  of  a  larger  program  emphasizing  basic  scientific  research. 
The  cost  of  expanding  these  research  and  study  programs  would  be  about 
25  million  dollars  a  year. 

The  need  for  program  review 

If  properly  directed,  this  improvement  in  the  utilization  of  our  land, 
forest,  water,  mineral,  and  other  basic  resources  will  yield  a  rich  national 
dividend.  To  a  large  extent  these  programs  will  pay  for  themselves  through 
the  sale  of  electricity,  through  repayments  by  farmers  for  use  of  water  and, 
indirectly,  through  increased  productivity,  stable  communities,  and  higher 
tax  revenues.  It  is  imp)crative  that  utmost  care  be  taken  in  planning  these 
huge  investments  in  all  phases  of  program  formulation,  timing  of 
construction,  and  operation. 

A  large  number  of  Government  departments  and  agencies  and  private 
organizations  are  involved  in  the  planning  and  execution  of  these  programs. 
Several  congressional  committees  are  concerned  with  closely  related  aspects 
of  the  same  program.  Among  the  Federal  agencies  concerned  there  is  much 
overlapping  of  legislative  authority  and  many  contradictions  in  financing 
procedures,  administrative  methods,  and  water-use  fXDlicies.  A  new  ap¬ 
proach  is  needed  to  assure  a  program  of  national  resources  development  that 
is  geared  into  the  economic  needs  and  potentialities  of  the  country. 

One  of  the  reasons  for  establishment  of  annually  revised  production  goals 
is  the  need  for  benchmarks  which  may  be  used  in  the  appraisal  of  long-range 
Government  investment  programs.  The  irrigation  of  land,  the  production 
of  power  and  navigation  facilities,  programs  for  the  conservation  and  de¬ 
velopment  of  mineral  resources,  and  the  like,  must  be  examined  in  the  light 
of  production  needs  for  industrial  and  agricultural  products,  for  energy, 
and  for  transportation.  The  present  time,  during  which  the  less  urgent 
aspects  of  these  programs  can  proceed  only  at  a  slow  pace,  should  be  used 
for  a  thorough  re-examination  of  the  consistency  of  the  programs  with  our 
national  objectives,  of  future  benefits  related  to  present  costs,  of  comparative 
urgency  and  usefulness  of  various  programs,  and  of  the  best  methods  of 
procedure  and  organization. 

In  advancing  a  unified  program  for  the  development  of  water,  agriculture, 
forests,  and  other  resources  and  in  promoting  social  and  economic  welfare 
in  a  large  region,  we  can  learn  much  from  the  successful  experiment  in  the 
Tennessee  Valley.  Experience  has  shown  that  an  authority  of  this  type  can 
coordinate  effectively  a  variety  of  programs  and  coop)erate  with  States  and 
localities  and  with  private  individuals  and  groups. 

The  same  methods  may  or  may  not  be  applicable  to  the  development  of 
other  river  valleys.  The  programs  in  the  Missouri  River  and  Columbia 
River  and  other  river  basins  should  be  examined  in  order  to  perfect  coordi¬ 
nated  development  plans. 
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Housing 

The  problem  of  housing  involves  an  almost  unique  complex  of  inseparable 
economic  and  social  considerations.  Housing  is  both  a  prime  outlet  for 
capital  investment  and  a  prime  consumer  satisfaction.  It  looms  so  large 
in  the  investment  picture  that  a  large  and  sustained  volume  is  essential  for 
maximum  employment  and  production ;  in  the  latter  frame  of  reference  a 
large  and  sustained  volume  is  essential  for  the  conservation  of  human  re¬ 
sources  and  the  well-being  and  contentment  of  the  individual.  In  an  increas¬ 
ingly  urban  population,  housing  is  at  the  center  of  the  network  of  develop- 

Chart  16. 


NEW  HOUSING  STARTS 

Starts  have  been  declining  since  spring,  and  in  recent  months 
have  been  running  below  the  1947  rate. 


THOUSANDS  OF  UNITS 
125  I - 


Thousands  of  units 
- 1  125 


source  department  of  labor 


ments  that  range  out  over  the  city — stores,  schools,  hospitals,  factories, 
transportation.  It  figures  largely  in  community  revenues  and  costs. 

And  yet,  our  housing  supply  has  lagged  behind  the  rise  in  our  general 
standards  of  living,  and  far  behind  our  real  capacities.  Slums  corrode  oiu* 
cities  and  shacks  blot  our  rural  landscape.  Even  in  prosperous  times,  for 
example  between  1922  and  1929,  residential  production  was  unstable,  and 
when  the  depression  came  it  sank  to  about  10  percent  of  “normal.”  After 
1932,  despite  extensive  public  and  private  efforts,  the  industry  revived  more 
slowly  than  almost  any  other  important  activity. 

In  the  postwar  period,  within  the  short  space  of  three  years,  we  have 
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already  witnessed  a  substantial  expansion  in  home  building,  which  cut  into 
the  acute  shortage  but  has  served  the  population  very  unevenly.  Starts 
have  commenced  recently  to  decline.  This  decline  has  been  taking  place, 
not  because  of  shortages  of  manpower  or  materials,  not  because  the  housing 
needs  of  the  country  have  been  met,  and  not  because  “backlogs”  in  any 
real  sense  have  disappeared.  It  is  occurring  because  the  housing  product, 
more  conspicuously  than  any  other,  has  priced  itself  out  of  any  reasonably 
defined  market.  This  is  not  a  mere  inflationary  phenomenon,  but  rather 
the  resumption  of  a  long  prewar  trend.  It  reflects  the  technological  back¬ 
wardness  of  the  housing  industry  and  a  host  of  related  conditions  such  as 
land  use  and  local  taxation. 

Analyses  based  on  the  assumption  of  continued  full  employment  and  high 
national  income  indicate  that  our  housing  needs  cannot  even  be  approached 
without  a  comprehensive  program.  Against  an  estimated  annual  need  of  a 
million  or  more  new  dwelling  units  in  urban  areas  for  a  10-year  period, 
analysis  shows  that  p)erhaps  one-fifth  or  more  can  be  provided  at  workable 
rent-income  relationships  only  through  subsidized  low-rent  housing.  A 
very  substantial  part  of  the  balance  of  the  need  will  require  large-scale 
private  institutional  investment  quite  different  in  its  nature  from  the  small- 
scale  home  building  that  has  typified  the  industry. 

Most  of  the  houses  built  since  the  war,  high  in  price,  have  either  served 
the  needs  of  the  high  income  groups,  or,  with  the  aid  of  very  high  public 
guarantees  to  private  investors,  have  been  sold  to  people  of  low  or  moderate 
means  at  costs  which  might  involve  losses  both  to  them  and  to  the  Govern¬ 
ment  in  the  long  run.  About  80  percent  of  the  housing  now  being  built 
is  for  sale,  although  veterans  and  others  with  families  of  uncertain  future 
size  and  jobs  of  uncertain  tenure  would  much  prefer  to  rent.  And  now 
the  decline  in  starts  has  set  in,  before  achieving  even  for  one  year  a  rate 
of  new  construction  as  high  as  the  estimated  annual  need  for  ten  years. 

Vigorous  efforts  to  reduce  housing  costs  are  an  essential  part  of  a  long- 
range  program,  but  cannot  be  expected  to  produce  prompt  enough  results 
to  meet  pressing  current  needs.  Such  efforts  should  recognize  that  a  large 
and  assured  volume  is  the  best  foundation  for  achieving  economy  in  produc¬ 
tion,  or  for  working  out  changes  in  hourly  wage  rates  consistent  with  fair 
annual  earnings  and  reasonable  security  for  the  workers  involved. 

Enactment  of  the  remaining  portions  of  the  comprehensive  housing  pro¬ 
gram  already  before  the  Congress  would  be  a  starting  operation  toward  the 
more  effective  solution  of  the  housing  problem.  It  would  provide  facilities 
for  research  and  better  community  planning  directed  toward  lower  costs; 
it  would  aid  in  the  assembly  of  land  areas  suitable  for  redevelopment;  it 
would  provide  a  modest  flow  of  rental  housing  for  families  of  low  and 
moderate  income  in  urban  areas;  and  it  would  directly  tackle  the  insuffi¬ 
ciency  and  inadequacy  of  rural  housing. 

But  these  proposals  are  inadequate.  For  example,  the  provision  of 
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100,000  units  a  year  of  low-rent  housing  in  urban  areas  should  be  sub¬ 
stantially  increased.  If  this  were  accompanied  by  a  more  rigorous  screening 
of  Federal  aid  in  the  form  of  insurance  or  guarantees  for  high-priced  hous¬ 
ing,  it  would  not  lead  to  a  higher  total  volume  than  should  be  undertaken 
immediately  in  view  of  competing  demands  upon  the  economy.  In  fact, 
less  materials  per  house  would  be  used,  and  the  comp)osition  of  house 
production  would  be  more  in  accord  with  sustainable  patterns  for  the  future. 
The  increase  in  the  Federal  financial  burden  imposed  by  a  more  adequate 
program  would  be  moderate.  While  every  additional  dollar  in  the  Budget 
makes  it  larger,  the  inflationary  impact  should  be  measured  by  the  effect  on 
the  housing  industry  as  a  whole.  The  amount  of  housing  generated  by  this 
expanded  program  would  absorb  less  critical  materials  and  manpower  than 
an  equal  number  of  units  built  for  the  higher-priced  trade. 

Human  resources 

The  end  objective  of  our  economic  and  jxjlitical  system  is  to  provide  the 
individual  with  the  means  for  a  high  standard  of  living  and  with  wider 
opportunities  for  cultural  pursuits.  These  aims  will  be  furthered  by  the 
dedication  of  more  of  our  resources  to  education,  to  health,  to  housing,  and 
to  the  enrichment  of  the  whole  physical  environment—  both  urban  and 
rural — in  which  people  live  and  work  and  play.  The  specific  programs 
directed  toward  these  ends,  and  their  intimate  relationshijis  to  a  healthy 
economic  structure,  have  been  identified  in  the  Economic  Report  of  the 
President  last  year  and  in  subsequent  messages.  It  is  therefore  unnecessary 
to  spell  them  out  in  detail  again  here.  But  this  does  not  imply  any  abate¬ 
ment  of  interest  on  the  part  of  the  Council  of  Economic  Advisers  in  their 
fulfillment.  As  our  continuing  studies  shed  more  light  upon  how  these  pro¬ 
grams  may  be  even  more  closely  integrated  with  the  maintenance  of  a  high 
level  of  economic  activity,  or  how  improvement  in  them  may  have  general 
economic  significance,  we  shall  treat  of  them  again. 

International  Economic  Relations 

Balanced  economic  growth  will  require  large  increases  in  our  imports  of 
raw  materials  and  many  other  goods  and  services.  Our  own  interests  re¬ 
quire  that  we  concentrate  domestic  productive  efforts  in  those  fields  where 
we  can  produce  most  efficiently  and  not  draw  down  our  reserves  of  exhaust¬ 
ible  resources  unduly.  We  need  large  imports  to  strengthen  our  conserva¬ 
tion  policy  and  increase  the  stock  piles  of  critical  materials;  our  imports  also 
provide  exchange  to  purchasers  of  our  exports. 

The  main  lines  of  international  economic  policy  for  balanced  economic 
growth  have  already  been  laid  out,  and  great  progress  has  been  made  in 
implementing  them.  The  initiation  of  the  European  Recovery  Program  was 
the  main  additional  step  taken  during  1948  in  pursuit  of  the  goal  of  world 
recovery  and  reconstruction.  Further  progress  was  also  made  toward 
creating  conditions  for  the  post-recovery  expansion  of  world  trade  on  a 
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I  nondiscriminatory  and  multilateral  basis.  The  proposed  charter  for  an 
International  Trade  Organization  was  accepted,  after  difficult  negotiations, 
|i  by  54  countries;  and  the  General  Agreement  on  Tariffs  and  Trade  came 
i  into  effect.  These  measures  are  important  steps  in  the  direction  of  reducing 
I  the  barriers  to  world  trade. 

I  Another  aspect  in  the  development  of  international  economic  policy  is 
the  better  coordination  of  our  international  trade  policies  with  policies  in 
:j  certain  other  areas  of  the  economy.  The  present  situation  of  prosperity 
at  home  and  of  extensive  American  participation  in  economic  affairs  abroad 
offers  a  favorable  opportunity  for  progress  in  this  field. 

Conflicts  between  our  foreign  and  domestic  programs  lie  less  in  general 
policy  than  in  specific  actions.  The  most  serious  of  these  arise  out  of 
*;!  programs  designed  to  protect  domestic  producers  of  specific  commodities. 

^ '  While  these  conflicts  tend  to  be  submerged  in  periods  of  intense  demand  and 
inflationary  pressure,  they  may  be  exp>ected  to  appear  in  acute  form  when 
some  markets  ease.  The  best  time  to  resolve  these  conflicts  is  now. 

The  basic  approach  in  readjusting  these  domestic  programs  to  our  inter- 
=  national  p)olicy  should  be  similar  to  that  involved  in  the  improvement  of 
farm  price  support  policies:  namely,  to  provide  the  necessary  degree  of 
domestic  support  in  periods  when  it  may  be  needed,  but  at  the  same  time  to 
encourage  adjustment  of  production  in  line  with  the  basic  supply  and 
,  demand  conditions  throughout  the  world.  Existing  programs  adopted  to 

I  protect  less  productive  industries  indefinitely  not  only  are  contrary  to  our 

[•  basic  international  policy,  but  also  impede  our  efforts  at  home  to  make  full 

i  and  efficient  use  of  our  resources.  They  are  a  hangover  from  a  period  of 

^  fear  of  inadequate  market  and  employment  opportunities. 

Even  with  the  maximum  feasible  level  of  imports,  substantial  foreign 
S  investment  will  be  needed  to  maintain  a  level  of  exports  sufficiently  high  to 
avoid  a  painful  readjustment  in  certain  areas  of  domestic  agricultural  and 
industrial  production.  Furthermore,  such  investment  will  probably  be 
I  requisite  if  Western  Europe  is  to  relax  its  restrictive  policies  and  still  balance 

I  its  international  payments  at  a  high  level  after  the  European  Recovery 

j  Program  is  over. 

I  In  the  international  field,  the  inseparability  of  economic  and  political 
objectives  is  particularly  apparent;  and  it  is  not  only  in  Western  Europe 
that  our  economic  policy  must  serve  a  dual  purp)ose.  Major  areas  of  the 
>  world  have  emerged  from  the  prewar  and  war  years  with  a  determination 

I  to  develop  their  own  economic  resources  by  improving  their  industrial  and 
agricultural  equipment.  This  determination  reflects  a  basic  popular  aspira- 
i  tion  on  the  part  of  hundreds  of  millions  throughout  the  world  towards  higher 
standards  of  living  and  economic  progress  after  centuries  of  grinding 
poverty.  The  United  States  cannot  maintain  its  world  position  of  moral 
prestige  and  political  leadership  unless  it  positively  supports  those 
aspirations. 

!■ 
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Our  abundant  stock  of  capital  and  large  savings  enable  us  to  do  this 
by  making  both  capital  goods  and  our  knowledge  of  technology  and 
production  methods  available  abroad.  This  function  is  now  being  per¬ 
formed  in  a  small  degree  by  private  capital,  cither  directly  or  through  the 
International  Bank  for  Reconstruction  and  Development.  It  is  to  be  hoped 
that  it  can  be  done  more  fully  by  private  capital  rather  than  Government 
aid  as  foreign  countries  bent  on  capital  development  give  reasonable  assur¬ 
ance  of  safety  to  private  investors.  This  they  must  do  if  they  wish  to  secure 
capital  in  large  amounts. 

From  Inflation  to  Stability 

Stabilization  policy  for  the  immediate  future  is  still  concerned  mainly 
with  restraining  inflationary  forces,  breaking  bottlenecks,  and  selectively  ad¬ 
justing  the  markets  and  prices  of  some  commodities.  Yet  this  report  has 
designated  some  basic  longer  run  maladjustments  concealed  under  cover  of 
the  inflationary  boom.  Since  the  war,  increases  in  consumption  have  been 
limited  by  the  very  high  demands  of  business  for  reconversion  and  moderni¬ 
zation  after  the  war,  and  by  requirements  for  national  defense  and  foreign 
aid.  Our  analysis  shows  that  over  the  ensuing  years  consumer  income  and 
expenditure  should  be  increased  both  absolutely  and  relatively. 

The  fundamental  issue  is:  Will  this  increase  result  automatically  through 
the  interplay  of  prices  and  costs  in  the  market  place?  Or  will  a  depression 
appear  when  the  gap  between  f)otential  output  and  effective  demand  of 
consumers  and  business  becomes  unmanageable  as  has  happened  in  the 
past?  Or  can  affirmative  policies,  as  envisaged  in  the  Employment  Act, 
close  or  bridge  this  gap  before  it  becomes  a  chasm? 

Fundamental  strength  of  the  economy 

It  is  true  that  the  economy  today  is  in  much  better  position  to  withstand 
shock  than  in  the  twenties.  Business  has  become  better  informed  and  more 
prudent,  particularly  in  its  inventory  policies.  There  has  been  less  specu¬ 
lation  generally.  The  so-called  “built-in  flexibilities”,  such  as  the  social 
security  system,  veterans’  programs,  and  the  farm  price-support  program 
would  all  have  a  cushioning  effect  in  case  of  a  downswing.  In  general, 
large  Government  budgets  make  an  economy  more  resistant  to  shock,  and  on 
the  revenue  side  the  progressive  income  tax  increasc-s  flexibility.  War-cre¬ 
ated  liquid  assets,  in  the  hands  of  business.  State  and  local  governments,  and 
individuals  could  act  as  an  immediate  shock  absorbe even  though  their  real 
value  has  been  reduced  by  inflation.  Federal  deposit  insurance  would 
operate  against  large-scale  withdrawals  of  funds  such  as  occurred  during 
the  last  depression,  and  the  Reconstruction  Finance  Corporation  could  exert 
some  mitigating  influence.  Finally,  with  a  tight  labor  market,  more  bread¬ 
winners  per  family,  and  more  progressive  taxation,  the  distribution  of  in¬ 
come  has  improved  since  the  prewar  period,  although  these  gains  have  been 
halted  by  inflation. 
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Vulnerability  of  the  economy 

These  improvements,  however,  probably  do  not  outweigh  the  fact  that  a 
very  high-level  economy,  which  has  been  supported  by  an  investment  boom 
and  permeated  with  inflation,  is  vulnerable  to  sharp  declines.  Moreover,  in 
terms  of  the  basic  problems  of  lifting  consumption  to  higher  levels  in  the 
years  ahead,  we  cannot  rely  on  a  simple  reversal  of  the  inflationary  process 
with  its  accompanying  lag  in  consumption.  When  price  weakness  becomes 
widespread,  businessmen  tend  to  become  jjcssimistic  and  often  curtail  in¬ 
vestment  and  production ;  consumer  purchases  are  deferred.  The  stickiness 
of  many  prices  enhances  the  shrinking  of  production  as  demand  falls  off. 
Consumers’  real  incomes  are  cut  by  unemployment  more  quickly  than  they 
gain  by  price  declines.  The  slack  thus  develops  into  a  downward  spiral. 

Preventive  measures 

More  important  than  the  preparation  of  measures  to  combat  a  depression 
after  its  advent,  are  those  measures  which  reduce  the  likelihood  of  a  serious 
downturn  in  the  economy  by  correcting  maladjustments  in  time. 

The  long-term  problem  of  a  shift  in  the  balance  between  investment  and 
consumption  depends  for  its  solution  largely  upon  an  improved  working  of 
the  market  mechanism.  Adjustments  in  prices  and  in  wages,  or  some  com¬ 
bination  of  the  two,  are  the  primary  tools.  In  general,  these  adjustments 
entail  an  upward  movement  of  wages  relative  to  prices.  But  these  adjust¬ 
ments  require  the  drawing  of  some  very  delicate  lines.  It  is  not  easy  to 
determine  the  exact  point  at  which  price  decreases  which  increase  sales 
become  price  decreases  which  impair  business  confidence  or  income  and  thus 
reduce  production.  It  is  not  easy  to  determine  the  exact  point  at  which 
wage  increases  which  add  to  purchasing  p)ower  become  deflationary  because 
they  add  too  much  to  costs.  It  is  difficult  through  the  market  mechanism 
alone  to  solve  the  problem  of  timing,  to  determine  just  when  the  shifts  in 
the  composition  of  national  income  and  spending  should  be  encouraged 
without  being  either  excessively  inflationary  or  excessively  deflationary. 
Furthermore,  these  shifts  involve  the  interests  of  powerful  organized  groups 
and  also  involve  competing  social  priorities  or  values,  so  that  agreements 
are  frequently  not  easy  to  reach. 

The  problem  of  inflation  is  not  limited  to  the  peculiar  conditions  of  the 
“postwar  boom.”  There  is  a  continuing  possibility  of  increases  in  prices 
and  wages  in  an  economy,  sustained  at  high  levels  of  activity.  Here  lies  a 
problem  of  long-range  wage  and  price  policies  that  must  be  solved  within  the 
context  of  general  labor-management  relations.  The  important  organized 
groups  within  the  economy,  such  as  business,  labor  and  agriculture,  need 
both  the  economic  analysis  and  the  practical  machinery  which  will  enable 
them  better  to  harmonize  their  separate  interests  with  the  common  good 
and  to  compose  even  if  not  completely  agree  upon  those  matters  which 
from  a  narrower  perspective  might  seem  irreconcilable.  The  work  under 
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the  Employment  Act  of  1946,  boldly  conceived  and  faithfully  exercised,  can 
help  to  improve  the  economic  analysis  and  to  stimulate  the  coojjeration 
required  for  this  central  aspect  of  stabilization  in  a  free  enterprise 
democracy. 

Experience  teaches  that  Government  policies  are  also  necessary.  One 
type  of  public  policy,  the  expansion  of  social  security  programs,  is  particularly 
appropriate  now  because  it  would  strengthen  mass  purchasing  power  and 
markets  in  the  long  run,  while  contributing  immediately  to  the  restraint 
of  inflationary  pressures.  By  increasing  the  coverage  and  benefits  of  unem¬ 
ployment  and  old  age  insurance,  by  introducing  disability  and  health  insur¬ 
ance,  and  by  providing  more  adequate  public  assistance,  we  would  thus  con¬ 
tribute  towards  that  reconciliation  of  immediate  and  longer-run  needs  which 
is  so  difficult  to  achieve  through  the  market  mechanism. 

To  have  the  optimum  immediate  anti-inflationary  effect,  payroll  taxes 
should  be  increased  by  more  than  the  increase  in  benefit  payments.  To 
have  the  optimum  long-range  stabilizing  effect,  the  expansion  of  these  pro¬ 
grams  should  not  be  financed  exclusively  by  payroll  taxes.  It  should  draw 
some  support  in  future  years  from  general  budget  sources. 

A  minimum  wage  realistically  adjusted  to  present  price  levels  also  helps 
to  maintain  a  floor  under  wage  incomes. 

Future  tax  revisions  should  also  take  account  of  the  need  to  strengthen 
consumer  markets,  even  while  they  should  not  neglect  the  need  for  stimu¬ 
lating  investments,  especially  in  areas  which  offer  both  great  rewards  and 
heavy  risks. 

These  social  security  programs,  minimum  wage  laws,  and  tax  revisions 
are  recommended  on  the  ground  of  social  objectives.  These  same  programs, 
however,  have  an  important  economic  impact  and  may  help  to  maintain  or 
increase  the  purchasing  power  of  a  considerable  sector  of  the  people. 

Balanced  growth.  The  upward  adjustment  of  consumer  incomes  rela¬ 
tively  to  prices  will  be  essential  in  the  future  to  establish  sustainable  pat¬ 
terns  of  balanced  economic  growth.  It  is  important  that  these  adjustments 
be  made.  But  we  cannot  be  sure  that  these  adjustments  alone  will  insure  an 
increase  in  consumption  and  the  maintenance  of  a  high  level  of  activity. 
Decreases  in  prices  or  increases  in  costs  may  lead  to  a  recession  if  they  occur 
at  a  time  when  markets  are  weak  and  aggregate  demand  is  shrinking. 
Therefore  it  is  essential  that,  during  threatening  times,  adequate  support  be 
given  to  demand  while  fundamental  adjustments  are  going  on. 

Such  support  may  be  provided  by  stepping  up  these  basic  governmental 
programs  which  are  essential  to  economic  growth.  At  times  it  may  become 
necessary  to  supplement  these  programs  by  specific  measures  to  insure 
stability.  Without  adjustments  in  the  pricc-wage-profit  relationship,  we 
shall  not  be  able  to  place  the  economy  on  a  basis  of  continuing  stability. 
Without  the  simultaneous  adoption  of  policies  designed  to  promote  economic 
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growth,  we  may  not  safely  rely  on  the  adjustments.  It  is  necessary  to 
combine  measures  that  promote  growth  with  those  that  support  stability 
in  an  integrated  program. 

We  should  adapt  our  policies  accordingly.  In  schools,  housing,  health 
and  conununity  facilities,  resource  development  and  conservation,  trans¬ 
portation  and  other  fields,  there  are  enormous  discrepancies  between  the 
work  now  being  done  and  the  needs  of  a  growing  economy.  Advance 
planning  on  all  these  fronts  should  go  forward  in  larger  magnitudes  than 
present  programs  can  be  pushed.  With  careful  timing,  these  programs 
should  be  stepped  up  sufficiently  so  that  adjustments  in  costs,  prices  and 
profits  can  be  made  on  a  strong  underpinning  which  prevents  adjustments 
from  turning  into  a  downswing. 
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